M3 Asia

WORKING PAPERS

IT Industry in Transformation:
Opportunities and Challenges for India

Raja M. Mitra

ASIA RESEARCH CENTRE WORKING PAPER 29



Asia Research Centre Working Paper 29

IT Industry in Transformation:
Opportunities and Challenges for India

Written by:

Raja M. Mitra

Raja M. Mitra has worked with the World Bank Grdigp more than 15 years. He has
extensive experience in working on innovation anijhhtechnology industry

development, foreign trade and investment and ¢lsbarcing, as well as in public
policy, corporate business strategy and managenssnoes. His career began with
assignments in the United States, India and nurseother countries on behalf of the
Swedish government and the corporate sector. Lagebecame an economist and
corporate adviser serving international organizeti@and multinational corporations.
Since 1989 he has worked with the World Bank and thternational Finance

Corporation in Washington DC. He has conducted arete at London School of

Economics and Political Science, Oxford, Cambridged George Washington
Universities. He graduated from the University tdckholm and Harvard University.

E-mail: rmmitra@hotmail.com or mitra@post.harvadd.e

November 2009

Copyright © Raja M. Mitra 2009

All rights reserved. Apart from any fair dealing the purpose of research or private study, oicigith or review,
no part of this publication may be reproduced,esldn a retrieval system or transmitted in any famby any
means without the prior permission by the publigirethe author.

For further information, please contact
Raja M. Mitra at e-mail: rmmitra@hotmail.com or mai@post.harvard.edu or

Asia Research Centre (ARC)

London School of Economics & Political Science
Houghton Street

London WC2A 2AE
www.lse.ac.uk/collections/asiaResearchCentre



Acknowledgements

This study is based on of ongoing research undagsakby the author on economic growth and high
technology industry developments globally and Indiaparticular. It draws on desk research and
interviews with corporate leaders and policymakarndia, Europe and the United States. The author
would like to thank experts representing IT companiinancial, market research and consulting firms
and research organizations, more than 50 in totdl the industry association Nasscom in particular.
Anonymous interviews have been conducted with C&@kprominent policymakers representing a large
number of institutions as noted in the introductidhe author is especially grateful for commenttad
and other information received from experts at EBueropean Commission, the International Monetary
Fund, the World Bank and the United Nations as aglthe Center for Policy Studies, the Confedaratio
of Indian Industry, Everest Research, Gartner, Gedashington University, Harvard University,
International Data Corporation, London School obimmics and Political Science, the Noble Group,
McKinsey & Company and Nasscom.

The author would like to especially thank the ARsearch Centre at the London School of Economics
and Political Science for offering its facilitiesdasupport for conducting research.

Views expressed in this paper are solely of theaut
The author can be reached at: rmmitra@hotmail.comitva@post.harvard.edu.

This article can be downloaded via the LSE Asiadesh Centre’s Working Papers webpage.



Abstract

The obijective of this study is to provide an aniahya growth and transformation in the IT and BPO
services industry in India. The study examines tshmedium and long term developments in the 2000-
2009 period and the prospects for the 2010s. Itagas analysis of the global economic slowdown in
2008 and 2009 as well as long term IT-BPO industigsformation issues as manifested in the growth
and composition of revenue earnings and industrigkalies, human resource, finance, and industrial
organization and innovation developments.

The primary focus is on the export-oriented sofavand BPO services industry but domestic market
developments are also analyzed. The work examimedT-BPO industry growth trends in different
geographies and verticals (sectors) covering bwhdwer and the higher end of the value addedhcltai
highlights opportunities as well as factors consing growth and provides growth scenarios for etgo
and the domestic market for the 2010-2020 periodthEérmore, it points to key corporate strategy and
public policy imperatives and lessons in enabliogtinued growth and transformation of the IT-BPO
industry and the offshoring business in India anidrnationally

The paper addresses these issues in the followingesce.

1. Introduction covering background, methodology, searof information and study limitations
(chapter 1).

2. The international and comparative context of ovezabnomic developments, IT spending
and offshore service delivery growth trends (chapje

3. The overall IT-BPO industry developments in Indiwe&ring the importance of the IT-related
industry in economic transformations and analydidactors driving and constraining IT
industry growth. This is followed by an examinatiaf the overall industry growth
performance, industrial organization and firm legedwth developments, the transformation
of the IT and BPO industry across different segmenitthe value added chain, employment
and finance developments plus governance, shopksrtunities and risks (chapter 3).

4. Export market growth trajectories encompassing>amination of phases of development,
the growth record and changes in the horizontalhamtical composition of revenue earning
and export development across different geogragtbrespter 4).

5. Domestic market growth trajectories including aareination of phases of development, the
growth record and change in the horizontal andicarcomposition of revenue earnings
(chapter 5).

6. Outlook for the next ten years comprising presémtabf an India 2020: IT-BPO industry
growth vision including analysis of strength, weekses and the need for industrial
transformation followed by a presentation of thadternative growth scenarios and analysis
of thereby related assumptions and critical crasisguissues such as industry linkages,
human resources, technology and infrastructureusimidl organization, clustering and
network developments which are poised to deterttieefuture of the IT-BPO industry in
India (chapter 6).

7. The corporate strategy and public policy respomsdbe short and long term challenges in
maximizing the potential for further developmenttoé IT-BPO industry (chapter 7).

The final chapter 8 provides concluding remarkstlos international perspectives in IT-BPO industry
related developments comprising of an India-Chiomgarison, questions relating to how India differs
from other emerging market economies, and lessams the Indian experiences. This is followed by a
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section comparing industry growth trajectoriesridia in the 2000s and the 2010s and a final section
how the challenges of the 2010s can be turnedratsformational opportunity to expand and innovate

The method of enquiry for this study is that oftbical and comparative review. The work uses
descriptive (and some aspects of exploratory) reBedesign. The examination is based on a critical
review of published information as well as insigihtexamples, such as company-level information,
including findings originating from semi-structurgderviews conducted in India, Europe and the é&thit
States.

The study highlights how the generation, diffusialsorption and application of technologies,
knowledge and ideas are crucial drivers of econoamd social development. This applies to both
existing and new technologies, knowledge and idgdsthe existing forms being the most prevalent in
all countries, developing countries in particulaile new innovative developments typically have
occurred in the most advanced industrial countries.

Historical evidence shows that only those countded companies that are effective in investing in
education and training as well as technical andnless processes innovations progressively emerge a
winners in the global economy — those who do natest in human resource development and
innovation risk falling behind.

India constitutes an example of a country whichlbegun to emerge as a significant power, bothringe

of technical and business process innovation whih KT-BPO offshoring industry being a prime
illustration. The Indian economy, and the IT ande$tBPO industry in particular, is facing
transformational opportunities. If handled wellsthiffers the possibility of India to become onetlad
world’s leading powers in IT and other areas ofWdsalge-based industries both in terms of production
and innovation.

While not a panacea for economic development, TRBRO industry and the use of ICT across different
sectors — and more broadly related investment g education, science & technology and thereby
related institutional capabilities — is poised taypan increasingly central role as a catalysiat and
economic transformation in India and the countigterfacing with the rest of the world.
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1. Introduction

1.1 Challenging times

Rapid expansion of the information and communicatechnology (ICT) related industry has
been a key feature in economic development worldwidhas become a main source for export
earnings and also a key driver in the transformata the domestic economy and its
international interface in several Asian economiieshe past decades, East Asian countries have
been successful in capturing a large share of ltt@absourcing of information technology (IT)
hardware and India has emerged as a major cemteffétdoring of IT industry related services.

These sectors, however, continue to face multip&lenges such as the need to respond quickly
to changes in technology and demand. This is idtestl by the fact that the IT industry in India
went through a radical transformation in the desaafehe 1990s and the 2000s and is poised to
be reshaped again in the 2010s. The deceleratigiobal demand for IT following the global
financial crisis in September 2008 and the subsggemonomic recovery phase underscored the
opportunities and challenges which the IT-relatetustry will have to deal with in the 2010s.

East Asian countries, such as Japan, South KotgaagCTaiwan, the Philippines, Thailand and
Malaysia have become major production centerslémt®nics and ICT hardware. Most of these
industries are export-oriented and have been sgveiteby the global economic slowdown. In
contrast, the software services and business mamasourcing (BPO) industry in India has
continued to grow, albeit at a slower pace. OthsiaA countries that have experienced major
expansion in the IT services and BPO export busiimredude China and the Philippines. Israel
— a leader in the software product development —fagng major challenges both in the
software and hardware sectors, in part, due tetitsng industrial, technological as well as
financial dependency on the United States.

In short, there are significant differences in itn@act of the global economic slowdown among
Asian countries, one example being that the eleitsoand IT hardware industry has been more
affected than the software and BPO services se8®in previous recessions, the demand for
hardware has proved to be significantly more efastan most of the software and business
process services. The services side of the industrypevertheless, facing major immediate
challenges, and there arises a need to re-exanmed@&m and long term business strategies for
both goods and services industries.

The expansion of the IT and BPO services busimessierging market economies, since the late
1980s, has perpetuated a structural shift in the trat developing countries such as India are
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playing in trade in services and high-technologgustry developmerit. Offshoring of an
increasingly wide range of services is perceiveframising areas of growth.

While access to low-cost and skilled manpower andemerally more favorable business
environment have been key factors underlying teigetbpment, it owes its origin to changes in
technology, industrial organization, education andovation systems, knowledge worker
migration and other related corporate strategy gnblic policy developmentsSuch
developments include the emergence of the Intaandtother connectivity technologies along
with increased modularization of production of ge@s$ well as services. Globalization trends
related to liberalization of trade and foreign istyeent regimes, have spurred
internationalization of education, training, andsaarch, emphasizing the central role of
international networks in delivering and developargincreasingly wide range of services. The
dynamic interplay of these factors has resulted structural shift in the global economy that
points towards inevitable increase in the scalesuugpe of global sourcing of services — both
non-captive offshoring (i.e. offshore outsourcirgg another firm in a foreign country) and
captive offshoring (i.e. in-house offshoring toubsidiary in a foreign country). This historical
trend is likely to prevail barring risks from begiinterrupted by major political conflicts and
increasingly grave worldwide recession, or as lasghere are no major disruptions precipitated
by the public policy environment, major securityubles or technical breakdowns.

The scale and scope of IT-BPO industry developrhaatundergone far-reaching transformation
in the 1990s and 2000s. The prospects for, andmnbealities of, export-oriented growth in
software and IT-enabled services (ITeS), such & B&ck office and front office functions, are
however, now being re-examined in the light of ghebal economic downturn, the effects of
which have been felt the world over since Septer@2b68. There are also concerns regarding the
effect of the downturn on the domestic market fGT Ihardware, software product and IT
services. Most firms faced a deceleration of gromthoth external and domestic demand for IT

1 ICT (information and communication technology)disfined here as computing and communication equigme
software and services and communication servicesjuding telecommunications, Internet connectivity,
broadcasting and media. The definition of IT (imf@tion technology) is limited to computing equipreamd
software services and their related applicationyarious sectors. IT software includes softwaredpots and
services but does not include hardware. IT-enabégdice (ITeS) includes business process outsau(@RO) as
well as other IT-enabled services. This paper asesad interpretation of the meaning of the tefmdCT, ITeS
and BPO while recognizing the difference in thegaming (Mitra 2009a). While the meaning of thesmsediffers,
these words are often used inter-changeably dseisdse with much of the literature. The papes trieuse the
terms in a consistent fashion as far as possihiejths, however, unavoidable that terms sometimssd inter-
changeably reflect the way they are used in thewainformation and data sources referred toimphper.

2 The terminology relating to sourcing, outsourciaffshoring and in-sourcing has not been standaddiGenerally
the term “outsourcing” refers to procurement of enial inputs or services by a firm outside the i firm.
Outsourcing can be domestic (onshore) or internatiqcross-border or offshore). This report focuses
international sourcing (offshoring). Offshoring, affshore (out) sourcing, is defined as procurenwrgervice or
material input from a source in a foreign counttyincludes both intra-firm offshoring (i.e. captivsourcing in
which the foreign provider of the input is still aed by the foreign firm) and arms-length offshoriiig. non-
captive offshore outsourcing or offshoring to adhparty, in which the foreign provider of the inpsiindependent
from the firm using the input/). International somg (offshoring) is part of a country’s import gbods and
services. Finally, it should be noted that an iasieg number of business people and scholars awsiith
terminology such as offshoring or outsourcing aythave a preference for what they perceive asciestentious
or more correct terms such as trade in servicashadlly distributed work, global service deliverydaglobal
sourcing (Amiti M. & Wei Shang-Jin 2004 and MitraQ7).
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hardware and software services after September, 200®ptimism has prevailed regarding the
medium and long term growth prospects for the ITGBRdustry in India and other economies.

The overall economic and political consequencethefcurrent global economic crisis for the
global economy, or for a specific country suchradid, are hard to foresee. This is also true in
terms of how this broader context will affect oroghand long term growth prospects for the IT-
BPO sector. They are prone to differ by countryné and business segments in the IT-BPO
sector. Moreover, views differ on the causes ofdheent crisis as well as on its longer term
impact and possible remedies. Some observers fidéeper structural causes underlying the
crisis and portend a prolonged recession with lasgng severe implications for all countries
and sectors of the economy (Stiglitz 2009). Othargisage that a recovery can come soon,
while others endorse the view that the glass iEfodirather than half empty. The disparity of
views also applies to the IT-BPO sector in Indid ather economies.

The global economic slowdown has resulted in majarertainties in the business environment
for the IT-BPO industry. This is reflected in th@léwing perspicuous statement by Narayana
Murthy, Co-Chairman Infosys Technologies, Indisge@nd largest IT services company: ‘Let’s
hope for the best but be prepared for the wérst'.

The global economic slowdown did, indeed, have @&reese impact on revenue growth, stock

market evaluations, profit margins and the crediteas in much of the IT-BPO industry across
the world. Nevertheless, much of this sector reethia so-called sunrise industry and it is

widely acknowledged that fostering the developnuérihis sector is central to overall social and

economic development. It should, however, alsodmeembered that historical records are rich
with examples of how the use of technology can lteserable as well as unwanted effects. This
also applies to the use of IT in financial marketducation, the environment and other areas
which currently are receiving much attentfon.

The significant role of the ICTs and the IT anddifabled services (ITeS) industry emanates
from the fact that effective use of IT and ITeSessential for the operation and further
development of other sectors in the economy and #&bs promote better governance.
Clean/green-tech, bio-informatics, e-education asd of IT-BPO in regulating financial and

% Murthy 2009. Talk at Nasscom Leadership ConfereRebruary 13, 2009.

* Technology: a double edged sword. Historical résare rich with examples of how the use of teatgpktan
have desirable and as well as unwanted affectsweli&known example being the way in which auton®bi
technology has facilitated transportation and atsaime time is also the major source of air paltutin terms of
ICTs the double edged impact of a technology isatestrated in the role it has had in improving conuia and
investment banking services and in fostering intioman the financial sector. Without IT, the cumtéevels of
international financial market integration would have been possible. Hence, ICTs has contribotgdrds
improving the efficiency and effectiveness of fineh markets within and across countries. At theeséime ICTs
have also enabled rapid expansion of new finamsatuments and practices resulting in unwarraeféetts such
as extreme unproductive speculation and high Vibyath commaodity, currency and stock markets.

The financial crisis from September 2008 onwardated to the need to reform the way that the fifarand
banking system operates worldwide. It can be argia@dsome of weakness can be traced to the wayhiha
financial and banking industry was able to used.lOfm the other hand, it can be argued there isiderable scope
for improvement in regulatory frameworks and the afIT based services. Furthermore, there arentiyrmajor
expectations that the IT services can provide magoefits in tackling critical issues in fields bugnergy-
environment-climate change.
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other institutions are examples of areas in whithcan have a central role IT in tackling
contemporary development challenges. It can, indeedrgued that more concerted efforts are
needed to show why and how the effective use dtiexgj IT, environmental, energy and other
technologies, as well as efforts to invest in etlooa training and R&D, and to foster
innovation in technology and business processes can begstiity important to respond to the
challenges of the current global slowdown and bdyon

A number of reports have been issued in the wakéhefglobal economic slowdown in
September 2008 onwards to stress the importange/edting in innovation. Among this is the
reportPolicy Responses to the Economic Crisis: Investinginovation for Long-Term Growth
released byOECD in June 2009. This report stressed the impogtaf medium and long term
initiatives to strengthen R&D and innovation nameéfgstering innovation through promoting
entrepreneurship, investing in smart infrastructueacouraging R&D, green investment,
upgrading the skills of workers, steering markdbextowards innovation related investments,
and accelerating activities for which barriers rhaye been too high otherwise” (OECD 2009c).

1.2 Objective

The objective of this study is to provide an analyd growth and transformation in the IT and
BPO services industry in India. The study examstest, medium and long term developments
in the 2000-2009 period and the prospects for ##02. It contains analysis of the global
economic slowdown in 2008 and 2009 as well as l@mmpn IT-BPO industry transformation
issues as manifested in the growth and composttiaevenue earnings and industry linkages,
human resource, finance, and industrial organimaditd innovation developments.

The primary focus is on the export-oriented sofavand BPO services industry but domestic
market developments are also analyzed. The workimes the IT-BPO industry growth trends
in different geographies and verticals (sectorsedog both the lower and the higher end of the
value added chain. It highlights opportunities @il a&s factors constraining growth and provides
growth scenarios for exports and the domestic mdodkeghe 2010-2020 period. Furthermore, it
points to key corporate strategy and public poimperatives and lessons in enabling continued
growth and transformation of the IT-BPO industrydathe offshoring business in India and
internationally

The paper addresses these issues in the followingesce.
1. Introduction covering background, methodology, searof information and study
limitations (chapter 1).
2. The international and comparative context of oveeabnomic developments, IT
spending and offshore service delivery growth teefathapter 2).

® This work uses a broad interpretation of the megmif the terms R&D and innovation. The word inrtiova is
often used inter-changeably with R&D as the cagh wiuch of the literature reviewed. Innovation efided as
implementation of a product, process or methodithaew to a given firm rather than necessarily t@the world.
This broad definition includes adaptation and aptson of existing technologies from abroad (Braheblet al
2007). From another perspective R&D has been defawa systematic, original activity designatecdd new
scientific or technological knowledge, or to deyela new application on the basis of existing sdienbr
technological knowledge (Mitra 2009).
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3. The overall IT-BPO industry developments in Ind@vering the importance of the
IT-related industry in economic transformations amalysis of factors driving and
constraining IT industry growth. This is followed lan examination of the overall
industry growth performance, industrial organizati@and firm level growth
developments, the transformation of the IT and BR@ustry across different
segments of the value added chain, employment srahde developments plus
governance, shocks, opportunities and risks (ch&pte

4. Export market growth trajectories encompassing a&amgnation of phases of
development, the growth record and changes in tbezdntal and vertical
composition of revenue earning and export developraeross different geographies
(chapter 4).

5. Domestic market growth trajectories including anarexation of phases of
development, the growth record and change in thiedvtal and vertical composition
of revenue earnings (chapter 5).

6. Outlook for the next ten years comprising presémtadf an India 2020: IT-BPO
industry growth vision including analysis of strémgweaknesses and the need for
industrial transformation followed by a presentatiof three alternative growth
scenarios and analysis of thereby related assungp#ind critical crosscutting issues
such as industry linkageswuman resources, technology and infrastructurdusimial
organization, clustering and network developmenisckv arepoised to determine the
future of the IT-BPO industry in India (chapter 6).

7. The corporate strategy and public policy resporteeshe short and long term
challenges in maximizing the potential for furthéevelopment of the IT-BPO
industry (chapter 7).

The final chapter 8 provides concluding remarkstlom international perspectives in IT-BPO
industry related developments comprising of andr@hina comparison, questions relating to
how India differs from other emerging market ecoresn and lessons from the Indian
experiences. This is followed by a section compgaiidustry growth trajectories in India in the

2000s and the 201Gand a final section on how the challenges of the020can be turned into

transformational opportunity to expand and innovate

1.3 Methodology, sources and limitations

The method of enquiry for this study is that oftbial and comparative revieWThe work uses
descriptive (and some aspects of exploratory) rekedesign. The examination is based on a
critical review of published information as well essightful examples, such as company-level
information, including findings originating from meé-structured interviews conducted in India,
Europe and the United States.

The study draws on a wide range of published infdiom sources and interviews with private
companies, government officials and industry asdmeis and financial institutions. The
analyses of company-specific developments basegwnalistic reporting and interviews are

® This work draws on other publications by the authiois part of research projects which the autisanvolved.
These undertakings will result in a series of pailons on this and related topics.

15



necessary in order to provide a more comprehemsotere and to ensure that the examination is
relevant and up to date. Moreover, the reportaiseld a review of the academic literature. This
later includes general as well as India specifickady A. Arora and A. Gambardella (2005), E.

Carmel (2003 and 2005), S. Commander (2005), A.05t& and E. Sridharan (2003), R. Heeks
(1996 and 2004), R. Heeks and B. Nicholson (2084)Parthasarathy (2000 and 2004) and
others.

In spite of the proliferation of published materialuch of the non-academic as well as the
academic literature, are weak in coverage, empiaicd theoretical foundations. A review of the

literature shows that significant knowledge gapsstexin understanding factors driving and

constraining global and India related IT industrgvelopments. Example of gaps include

understanding of firm level organization and sgas, clustering and other networks and
thereby related systemic level globalization preessand technology developments. Moreover,
the common feature in most analysis of IT-relatedetbpments in India and elsewhere is that
typically is focusing examining past and present-davelopments. Leaving aside a limited

number of studies and taskforce documents comgiledhe Indian government and private

entities such as Nasscom and Mckinsey & Companyhiave attempted to undertake systematic
analysis of future IT and ITeS industry developrsentindia. Hence there is considerable scope
for scholars, consulting firms and others to uraextfurther rigorous analysis of various aspects
of long term IT-related developments in India afs®ehere.

The examination in his study uses both quantitedive qualitative source material. It draws on
authoritative sources such as industry and manpsweeys and reports compiled by industry
associations and major international consultingir

The report provides a synthesis of existing pullisinaterial as well findings emanating from
interviews. It makes a number of references to nateublished by the National Association of
Software and Service Companies (NASSCORNhe industry association for the IT based
industry in India, including theStrategic Review 200@nd the NASSCOM-McKinsey &
Company, reporPerspective 2020: Transform Business, Transforrmalridoreover, it draws on
reports and public presentation made by Everestd&el, Forrester Research, Gartner, Global
Insight, International Data Corporation (IDC), KMPRcKinsey & Company and trade journals
such at Dataquest. Furthermore, the paper is sulatd by material published by the Asian
Venture Capital Journal, AT Kearney, Bloomberg, tBeston Consulting Group, Credit
Lyonnais Securities Asia (CLSA), Computer EconomiCsisil Research, Duke Research,
Goldman Sachs Research, Grant Thorton, EverestaRéseFrost & Sullivan, India-stat, the
Indian Council for Research on International EcoimoRelations (ICRIER), Kotak Institutional
Equities Research, Noble group, Manufacturers’ Asdmn for Information Technology
(MAIT), the Organization for Economic Corporatiomda Development (OECD), Pyramid
Research, PriceWaterHouseCoopers (PwC), Reutensiddmp SBI Capital Securities,
Springboard Research, Technology Partners Intemet(TPI1), ValueNotes, World Information
Technology and Services Alliance (WITSA) and aslvesl journalistic material and reports
published by the Indian government.

The scope of the enquiry is limited by the complexif the task. Examining the transformation
of IT-BPO sector in India and how it relates tolgbdevelopments can be tricky due to the
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complexity of issues involved. Such an analysizasplicated by the fact that the IT-BPO
industry is extremely heterogeneous in terms of shale and scope of the operations of
companies involved. It is, indeed, reasonable aorcthat the IT hardware, IT services and BPO
services preferably should be analyzed as separhistries. Also, there are major differences in
the scale and scope of operation within IT induasyvell as within the BPO sectors. Moreover,
the analysis of the various segments of the IT-BiiDstry is hampered by at best meager, and
at worst near absent data, both in terms of Ingéiic and worldwide developments (box 1.1).
Furthermore, the industry situations change evesbasrvations are documented.

The difficulties in attempting to predict the fuguis illustrated by the fact that few anticipated
the wide-ranging impact of the application of tikernet and that the BPO would emerge as a
major industry in the 2000s. Assessing future itrjugrowth prospects ultimately implies a
need for the examination of alternative global aadntry-specific economic, political scenarios
and industry specific scenarios. The task foresgst further complicated by the uncertainty
regarding the depth and duration of the currenbal@conomic slowdown and also regarding
the developments that may follow after the glolwalr®my has recovered.

In view of the high degree of uncertainty and tleead for long term perspectives, the paper
contends that it is essential to examine altereagrowth scenarios. Moreover, it highlights the
need to distinguish between the short, medium and kerm dimensions in industry growth
trends, impact and the responses by key stakelsolfike paper stresses that serious attention to
be given to strategizing and planting seeds thatbear fruit in the long term. The paper argues
for swift and flexible corporate strategies and lmupolicies, as well the fact that there is no
single set of responses for the stakeholders coneder
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Box 1.1 Weakness in data on India and worldwide delopments

Rigorous analysis of the IT-BPO industry developtaén India and other countries is difficult duethe weakness
in available data.

The analysis of the impact of the current globaneenic slowdown is hampered by weakness in dat&Y&008-
09, that is, the Indian fiscal year starting in i@ 2008 ending on March 31, 2009, and the Janualy 2009
period and thereafter. Much of the impact of thebgl economic slowdown in the IT-BPO sector is rfestionly in
2009, that is, a time for which data is weak

The quality of data on the Indian IT-BPO industsypaiblished by Nasscom, the Electronics and Comdfware
Export Promotion Council (ESC), Software Technol&gyks of India (STPI), the Reserve Bank of Ind8l) and
others has improved but nevertheless suffers framraber of weaknesses. Nasscom data is a commanoted)
and valuable source which also includes estimatesurrent FY, that is, the financial or fiscal yeanning from
April 1 to March 31. It does however, have limitais in terms of firm level data as well as aggregauch as
employment, wages, billing rates, profits margimsl dinancing. Also, statistics does not include thonand
quarterly data as its objective is limited to shagvFY year data.

Some of this data is, however, available from foiahinstitutions and equity research firms. Moreq\t should be
noted that there is lack of consistent data thavigde detailed statistics on revenue and employrbgntertical

(sector specific) or horizontal (across sectorshposition of BPO, IT services, product and R&D. &lshere is
little consistent and detailed data on Indian al ageforeign companies outsourcing operations iwithdia and the
offshoring business. The later includes lack ofsistient data that provides a breakdown by the ofish business
by vertical, that distinguishes between front-adfiicustomer care/marketing/sales) and back-offemedunting,
human resources, etc) services) and between amsiteoffshoring global service delivery. Much of thata on
foreign firms offshoring operations is incompletee reason being the large component of intra-friade. Also,
the data on the IT services and BPO domestic m@&ketomplete as it does not fully account for tlom-IT firms’

in-house IT operations.

Analysis of the global context is hampered by wesknin available data on trade in services andafiisg in
particular. The discrepancies in data compiledrmsjyst firms such as Gartner, Global Insight, 1D &orrester as
well as national industry associations can in parexplained by the fact that they differ in terofisvhat is covered
under different definitions of spending, revenue ather indicators. Also, they use different terohigy and it is
common that definitions keep on changing, which @sak hard to make time series analysis.

Finally, it should be noted that much of the dataoffshoring of IT services and BPO refer to sougdio emerging
market economies with India, China, Egypt, Malays#xico, the Philippines and South Africa beingcang the
more prominent locations. Sourcing among advaneddsitrial economies is typically not included.sltreasonable
to assume that the latter type of sourcing (oreradservices) is considerably larger than offstmptio developing
countries as it would include a wide range of smga@rrangements between the United States andd@aauad
among European Union member countries.

Source:The author.
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2. The International and Comparative Perspective

2.1 Global economic growth and transformation
The world economy prior to September 2008

The world economy displayed robust growth seveeglades after World War 11, leaving aside
short term business cycle fluctuations. In the 59&0d 1960s the growth in world economic
output and trade was greatly dominated by dynanmsadvanced industrial market economies.
Subsequently, many parts of the developing wotdt ts, East Asian countries in particular,
experienced rapid export-oriented economic growth.

While opinions partly differ, most economists pomit that long term prospects for growth in

economic output and trade will remain favorabléha 2010s, barring risks for major financial

crisis or political disruptions. Further investmenbh human capital, IT and other innovative

technologies and business processes appear poisedtinue to drive growth in GDP and trade,
and especially so in emerging market economies sichndia and China. Biotechnology,

environmental technologies, IT and other innovaiimensive sectors appear destined to drive
further socio-economic transformation of all coiedrand their international relations.

In short, in the years preceding the global slowddwom September 2008 onwards, most
countries experienced significant growth in GDRefign trade and investment. These conditions
were also reflected in growth in IT spending amubgl sourcing of goods and services.

The global slowdown and its impact by country arettors
Worldwide impact in economic growth, trade, finaaoel migration

The global economic slowdown from September 2008ands implied a major disruption in
economic developments on a global scale. The finhodsis and the subsequent contraction in
the real economy were first perceiviedthe United States after which it moved to Eurape
other parts of the world. OECD countries and theremexport-oriented emerging market
economies were most affected. The slowdown in emana@ctivity resulted in a prolonged
recession in North and South America, Europe, Japanthe high income newly industrialized
economies in East Asia, namely Singapore, Soutle&and Taiwan (China) and Hong Kong.

" The Global Development and Finance report relehyetie World Bank in June 2009, states the folimyi‘The
East Asia and Pacific region (EAP) has felt the fulint of the crisis because of its close tradé&diwith high-
income countries and because of declining investrasnwell as a drop in exports and industrial pobida.
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India and China are the only large diversified ecores which have been able to achieve
comparatively high GDP growth rates from Septemd@0®8 onwards. Moreover, while IT
spending has fallen in 2009, the IT service sedtoindia and China have continued to grow
although at a slower pace than in preceding years.

The dramatic global economic downturn that becatearly manifest from September 2008
differed from previous slowdowns. It became thepesé and most prolonged global economic
downturn since the depression of the 1930s. It ltesbuin the contraction of GDP and
international trade at a scale not seen since Widd 1. It differed from previous post-World
War 1l crisis as it had greater economic and sdomlications, and that too, on a global scale.
The crisis originated in systemic failure in thadincial system in the advanced industrial
countries. It became more deep-seated and global tthe East Asian financial crisis in the
1990s and the dot-com investment burst in 2001.

As one would expect the dramatic global slowdowsulted in major uncertainty regarding the
depth and duration of the slowdown and the posisgcenario. This is reflected in frequent
revisions of projections for growth of GDP, foreiggade and domestic demand all of which is
also evident in developments in the IT sector.

The World Economic Outlook (WEQjpdate reportreleased by IMF in July 2009, stated that
“the recession is not over and the recovery idyike be sluggish”. The outlook was, however,
significantly more positive than reports preseniedApril 2009 and earlie?. The July 2009
WEO summarizing the world economic situation isc®ws:

“The global economy is beginning to pull out ofexcession unprecedented in the post-World
War |l era, but stabilization is uneven and theoweey is expected to be sluggish. Economic
growth during 2009-10 is now projected to be aBéytercentage points higher than projected
in the April 2009 World Economic Outlook, reachiad percent in 2010. Financial conditions
have improved more than expected, owing mainly wblip intervention, and recent data
suggest that the rate of decline in economic agtigimoderating, although to varying degrees
among regions.” Despite these positive signs, thkaj recession is not over, and the recovery
is still expected to be slow, as financial systeerain impaired, support from public policies
will gradually diminish, and households in courgrthat suffered asset price busts will rebuild
savings. The main policy priority remains restoriiigancial sector health. Macroeconomic
policies need to stay supportive, while preparihg ground for an orderly unwinding of
extraordinary levels of public intervention. At tlsame time, given weak internal demand

Growth for the region is projected to be 5 perdbig year [2009], although several EAP countries @ojected to
see GDP decline. Recovery across the region isceeghedo begin in the second half of 2009 and inda(®

reflecting substantial fiscal stimulus in China andhodest recovery of export demand in rich coaestrHowever,
the turnaround is expected to be gradual, withoregi GDP forecast to increase by 6.6 percent ir029id 7.8
percent by 2011” (World Bank 2009b).

8 As per October 2008, IMF projected that the warldiput would grow at 3.8 percent in 2009; in Jap2809 this

was revised to 0.5 percent, in April 2009 it wagised to minus 1.8 percent, in July 2009 it wadsed to minus
1.4 percent and in October 2009 it was revised ittusnl.1 percent. Similarly the volume of worlddeain 2009

was projected to decline by 2.8 as per January 28@fnhates and this figure was changed to minupetédent in

April 2009 and the to minus 12.2 percent in Julp2@nd to minus 11.9 percent (IM¥orld Economic Outlook
various issues and updates 2008 and 2009).
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prospects in a number of current account defidihtdes, including the United States, policies
need to sustain stronger demand in key surplustéesfiIMF 2009d).

World economic output grew by 5.1 percent in 200d@ 8.1 percent in 2008, the latter reflected
the dramatic decline from September 2008 onwarl='d forecast that global GDP will
contract by 1.1 percent in 2009 and then expan8.byercent in 2010. GDP in the advanced
industrial economies is projected to decline by Betcent in 2009 before growing by 1.3
percent in 2010 according to the World Economicl@ukt released by IMF in October 2009.
Emerging and developing economies are projectecegain growth momentum during the
second half of 2009, albeit with notable regiondfedences. Most countries in Asia are
expected to do better than what would be typicalthrer regions. Also, the growth projections
for emerging Asia have been revised to 5.4 pert@an2009 and 7.3 percent for 2010 as per
IMF’s October 2009 projections. This upgrade iswpipally on account of improved prospects
in China and India (IMF 2009e). “However, the reicaoceleration in growth is likely to peter
out unless there is a recovery in advanced indgtcdonomies” (IMF 2009d).

The Global Development Finance 2009: Charting a GloBacoveryreport, released by the
World Bank in June 2009, projects lower world r&&P growth rates than the IMF's WEO. It
estimates a 2.9 percent decline of global GDP B92ihd then projects a rebound to a positive 2
percent in 2010 and 3.2 percent by 2011. GDP di imgome countries is estimated to decline
by 4.2 percent in 2009 while GDP of developing ddes is expected to grow by 1.2 percent. In
developing countries growth is expected to contitmebe higher than that of high income
countries. Developing countries’ are forecastetetmund reaching 4.4 percent in 2010 and 5.7
percent in 201%. When China and India are excluded, GDP in the imimg developing
countries is projected to fall by 1.6 percent i®2QWorld Bank 2009b).

Finance. The global economic crisis affected developed t@es through financial, trade and
other channels (Asian Development Bank 2009a). Delvend prices for exports dropped.
Foreign investment, that is, both portfolio andefgn direct investment (FDI) declined. The
credit crunch and volatility in exchange rates, owodity prices and stock market affected all
countries to some degree. There was a major slowdowhe venture capital industry affecting
the high technology industry, especially in the tddiStates and Israel.

Trade.Annual world trade volume growth was as high dsprcent in 2006 and 7.3 percent in
2007. This growth rate dropped to 3.0 percent iB828nd is projected to be minus 11.9 percent
in 2009 and then revert to plus 2.5 percent in 20MF 2009e)-° The dramatic slowdown in
trade has been worldwide, but especially pronouncetthe advanced economies and in East
Asian economies with large volumes of manufactuogds exports to advanced industrial
countries.

While global trade in manufacturing — automobilesl @onsumer electronic goods, just to name
a few — plummeted, trade in IT and BPO servicesaiaed more resilient. Data from 2009
shows trade in services for the most part has bess affected by the current economic

° Corresponding growth was 8.1 percent in 2007 a@gh&rcent in 2008 (World Bank 2009b).
19 World Bank June 2009 projections for show a 1Qcgetr drop in world trade volumes for 2010 (WorldnBa
2009b).
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slowdown compared to manufactured goods. While samas of service trade have declined
significantly — air and sea freight volumes, @igglated financial services, tourism abroad and
sales of software for new computer — for examples impact appears to have been less
pronounced in software services and BPOs, for elanine resilience of trade in services is
illustrated by the fact that imports of servicedhe United States declined only 7 percent while
import of goods fell 33 percent on a year-on-yeasid as of February 2009. Also, in the same
period exports of services from the United Stagdisoinly 6.5 percent while export of goods fell
by 21 percent. A range of business and professiexpbrts grew. The data from the United
States shows that imports of professional and legsiservices were up by 7 percent and exports
were up by 10 percent on a year-on-year basis &elwmfuary 2009. A similar pattern shows up
for countries across the world (Borchert et al 2009

As suggested by Borchert et al, the fact that tradeervices was relatively buoyant compared to
that of goods in the global slowdown period caratiebuted to two major reasons: demand for a
range of traded services is less cyclical, andisesvrade, and production are less dependent on
external finance. This could possibly be generdliaea global level but caution is needed when
applying the reasoning to a specific sector or enty such as India. In term of IT the global
economic slowdown resulted in global IT spendinglide, although less so than in the
manufacturing industry. The deceleration in IT spag was, however, significantly lower than
slowdown in global IT spending. In addition to wiehighlighted by Borchert et al it, should be
noted that there are major variations within défgrsegments of the IT-BPO service industry (as
well as other services and manufacturing indugtilegerms of impact of the crisis. Also, it
should be noted that most of the IT software anwises industry in India experienced a
considerable deceleration in their US dollar grow#tes from September 2008 onwards.
Nevertheless growth remained in positive territargled by the fact the offshoring to India
offered costing advantages and that the domestikahhusiness volumes continued to growth.
In contrast most IT companies in advanced industaantries experienced flat or shrinking
business volumes after September 2008. Moreoves,iihportant to distinguish between near
and medium term implications as well as long termawgh trajectories for this and other
industries. A sunrise industry, such as IT-BPO a&¥ as offshoring of services, typically has
higher growth rates than other industries wherettenomy is growing fast and when it is not.

Migration and remittancesMoreover, the global slowdown had significant irogations for
migration of skilled and unskilled workers and theemittances. The migration impact is
illustrated by the fact that foreign nationals wédxeing compelled to return to their native
countries. The latter included an increase in thenlmer of professionals and students from
Asian, European and other countries leaving théddrfstates.

With the economic downturn well over 100,000 Indi@md as many Chinese are likely to leave
the United States and return to their native coestover the next 3-5 years, that is, from 2009
onwards, according to Wadhwa et al (2009a). Whiile would entail a loss of human capital for
the United States it would be a significant gain limdia and China. “This flood of western
educated and skilled talent will greatly boost dsenomies of India and China and strengthen
their competitiveness. India is already becominglabal hub for R&D. This will allow it to
branch into many new areas and will acceleratargred” (Wadhwa et al 2009a). The Chinese
government is keen to benefit from migration. Uelikndia and many other countries, the
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Chinese government has set into motion especitiigciive packages to attract highly educated
and skilled Chinese persons to return to China.

Sector specific impact in Asia

The IT services and BPO industry have been lesxtafl by the global economic slowdown
than the manufacturing industry, that is, if congohto the very sharp decline in exports of
electronics and IT hardware from Japan, China, &aiiChina) South Korea, the Philippines,
Malaysia and other Asian economies after 20B@nce, the IT export industry in East Asia was
more affected by the slowdown than the IT industrindia — a principal reason being that East
Asia’s exports has been dominated by hardware whd&'s IT based exports is dominated by
software services and BPO.

The global trade trends noted above are illustratethe fact that the global recession has had a
comparatively limited impact on IT-BPO offshoringdustries in India and the Philippines. The
growth in the IT-BPO industry in India decelerai@d2009 but the industry did not face an
overall decline in revenues or business volume. fiéar time future of IT-BPO offshoring
business entails much uncertainty, but there coaesirto be significant credence to optimism in
terms of medium and long term growth prospétttn the Philippines, the BPO exports
continued to grow rapidly after September 2009. Blusiness Processing Association of the
Philippines predicts continued expansion of thewginothroughout 2009 and beyond (BPAP
2007 and 2009).

1 Nasscom preliminary estimates indicates that &R0 services industry in India had substantiavwgh in
revenue earnings in the first half of FY2008-09 #meh faced a marginal fall in its revenue earningdollars only
in the last quarter of FY2008-09, that is, Janudarch 2009. Also, of February 2009 Nasscom enviddbat IT-
BPO service exports dollar revenues will grow apgtcent in FY2009-10 and 19 percent in FY-201{Ndsscom
2009a).
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Table 2.1 IMF’s world economic outlook growth projections (October 2009, GDP growth %)

Projections
2007 2008 2009 2010
World output 51 3.0 -1.1 31
Advanced economies 2.7 0.6 -3.4 13
United States 2.1 0.4 -2.7 15
Euro area 2.7 0.7 -4.2 0.3
Germany 2.5 1.2 -5.3 0.3
France 2.3 0.3 2.4 0.9
Italy 1.6 -1.0 5.1 0.2
Spain 3.6 0.9 -3.8 -0.7
Japan 2.3 -0.7 5.4 17
United Kingdom 2.6 0.7 -4.4 0.9
Canada 25 0.4 -2.5 21
Other advanced economies 4.7 1.6 2.1 2.6
Newly industrialized Asian economies 5.7 15 -2.4 3.6
Emerging and developing economies 8.3 6.0 1.7 51
Africa 6.3 52 1.7 4.0
Central and eastern Europe 5.5 3.0 -5.0 1.8
Commonwealth of Independent States 8.6 55 -6.7 21
Russia 8.1 5.6 -7.5 15
Excluding Russia 9.9 5.4 -4.7 3.6
Developing Asia 10.6 7.6 6.2 7.3
China 13.0 9.0 8.5 9.0
India 9.4 7.3 54 6.4
ASEAN-5 6.3 4.8 0.7 4.0
Middle East 6.2 5.4 2.0 4.2
Western Hemisphere 5.7 4.2 -2.5 2.9
Brazil 5.7 5.1 -0.7 35
Mexico 3.3 13 -7.3 3.3

Difference from
July 2009 Projections

2009
0.3
0.4

-0.1
0.6
0.9
0.6
0.0
0.2
0.6

-0.2

-0.2
18
2.8

0.2
-0.1
0.0
-0.9
-1.0
-0.8
0.7
1.0
0.0
1.0
0.0
0.1
0.6
0.0

2010
0.6
0.7
0.7
0.6
0.9
0.5
0.3
0.1
0.0
0.7
0.5
1.6
2.2

0.4
-0.1
0.8
0.1
0.0
0.4
0.3
0.5
-0.1
0.3
0.5
0.6
1.0
0.3

Source IMF 2009.World Economic OutloolkQctober 2009.

Table 2.2 IMF's world trade volume trends and projections (October 2009Annual growth %)

Difference from

2006 2007 2008 2009 2010
Total world trade volume (goods & 9.4 7.3 3.0 -119 25
services)
Imports
Advanced economies 7.5 4.7 05 -13.7 12
Emerging & developing e economies 14.9 13.8 94 5-9. 46
Exports
Advanced economies 8.4 6.3 19 -136 2.0
Emerging and developing economies 11.2 9.8 4.6 -7.2 3.6

July 2009 July 2009
projection projection
2009 2010
0.3 1)
-0.1 0.6
0.1 3.8
-1.4 0.7
-0.7 2.2

Difference from

Source IMF 2009.World Economic Outlook updie, January 2009, April 2009, July 2009 and Oat@b69.
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2.2 Impact on the Indian economy

While not insulated from external developments, Imatthe Indian economy continued to fare
comparatively well after September 2008. This taot be traced to India’s relatively low degree
of external dependency in terms of exports of mactufing goods plus the resilience of the
country’s banking and financial sectazsupled with the size of its developable domestickat
and its overall economic and social transformatirmmentum.

India’s annual real GDP growth accelerated to arage of 8.8 percent in the five year period
from FY2003-04 to FY2007-08 period. These ratesliedpa significant acceleration compared
to earlier years. Prior to September 2008, it wgseeted that India’s GDP would continue to
grow at around 8-10 percent per year. The globah@mic slowdown from September 2008
onwards did, however, imply that the Indian goveentis and other growth projections had to
be lowered. The long term prospects for the econdmyowever, remain favorable with CAGR
projected to average 8 percent or more (Governoidndia 2008a and 2009a).

The government’s data show that GDP grew at 6.8emer=Y2008-09 compared to 9.0 percent
in FY2007-08, 9.7 percent in FY2006-07 and 9.5 eerdn FY2005-06. Moreover, as of

October 2009 the Planning Commission projected ttmiateconomy would grow at an annual
rate of 6.3 percent in FY2009-10 and then rise fee&ent in FY2010-11 and 8.5 percent in
FY2011-12. This projections are expected alter angrginally barring any major unexpected
developments in how well the world economy fared anterms of the annual monsoons (The
Financial Express October 23 2059.

i

The global slowdown affected the Indian economy@pally through trade and financial market
channels. Exports of manufactured goods slowed dayily. Stock market evaluations fell as

did foreign portfolio investment. The effect on thedian banking industry was, however,

moderate compared to that of major industrial coesit

While India’s economy continued to grow, the glolsédwdown had significant impact on
several parts of the economy. It affected mostoseaif the economy but the degree of impact
differed significantly between different social gps, urban and rural areas and by state or
regions. The states or regions most affected wergetwith a high number of persons employed
in manufacturing goods export industry. The deegien of economic activity affected migrant
workers, contractual labor, urban youth and thosekimg in the informal sector especially
(Government of India 2009a).

The hardest hit sector was the manufacturing imgusekports such as gems & jewelry,
handicrafts, leather and leather products, textiles some exports of pharmaceuticals. Services

12 As in the case of other countries growth estimares projections for India continued to be revised differ

significantly in 2009. The Indian government, ADBMFs and the World Banks projections do, howe\a,

envisage that economic growth will accelerate fre@10 onwards. The global economic downturn hasirfigrc
repeated revisions of growth projections. Thiseflected in the fact the Indian Government 11ltle{fpear plan
target of 9 percent average annual GDP growthfoatthe 2007-2012 period have become unrealistiés & to be

reflected in the Mid-Term review of the " five-year which the government plans to releadanuary 2010 (Times
of India July 9, 2009).
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most affected included the banking and financiaustries, the retail sector, tourism, air and
surface freight and parts of the media industry.rédeer, while lesser than most other
economies, the slowdown in overall economic agtiegupled with a credit crunch has affected
investment in infrastructure, including construntioand some parts of the SMEs sector
(Government of India 2009a).

The impact of the global slowdown was mild for HieBPO service industry compared to
export-oriented manufacturing. Comparatively, tffea on most part of the IT-BPO industry
was mild, the hardware sector and discretionarndipg on software product and services in the
domestic and export markets being the prime excepti

India’s trade in servicesThe service sector, in which IT, telecom and othéf-related
industries plays a central role, represents a derable part of the dynamism of the Indian
economy. The services sector share of GDP reachgukfent in FY2008-09 compared to 43
percent in FY1990-91 and only 15 percent in 195@ $ervice sector, and service exports in
particular, had been growing faster than the ggmaglucing sector, and has also typically
characterized by higher value added than whatigéise for the goods producing sector.

Service export has increased from US$ 20.8 biliiorFY2002-03 to US$ 101.2 billion in
FY2008-09, that is, a five-fold increase in six igeand is projected to increase to about US$ 200
billion by 2012 (RBI 2009 and Government of Indi@08a). Much of this increase is likely to
result from exports of IT-BPO services, but there also considerable opportunities for
expansion in travel, transportation and businesacges. Examples especially dynamic growth
niches include health tourism, film and other emieament, publishing, education and R&D
services.

The fact that the importance of exports of servicas grown considerably is illustrated by the
fact that its share of GDP has risen from 1.4 pergel1990- 91 to 7.7 percent in FY200708.
Expansion of IT-BPO exports has been the princijpader in the growth of software services
exports. Software exports, constituted about 46guerof total services exports, on an average in
the FY2000- 01 to FY2008- 09 period (RBI 2009).

The IT-BPO industry’s performance continued to to@riessive after September 2008 but there
was indeed a slowdown in revenue growth in ther lpget of 2008 and in 2009. Although the
record for the full fiscal year of 2008-09 was imgsive it should be noted that the rate of
growth in export decelerated substantially in teeosid half of the year. Export of “software”
(here referring to IT product and software plusSYand this is both software products increased
by only 3.6 percent in the second half of FY20080fpared to 37.7 percent in the first half of
the year, that is, on a year-on-year basis in Urdo according to Reserve Bank of India (RBI)
data.

According to RBI software sectors exports increalsgdl9 percent in FY2008-09 to US$ 44
billion compared to US$ 37 billion in FY2007-08.-BPO export is projected to grow by only 4-
7 percent in FY2009-10 according to Nasscom'’s faseceleased in July 2009 (RBI 2009 and
Nasscom 2009d). While still in the positive temytothis implies that the period from October
2008 to March 2010 is likely to register a 15-20cpat drop in annual growth compared to the
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average for the FY2003-04 to FY2007-08 period. duld result in the slowest export growth
rate which the industry has experienced the ovstr pa decades.

2.3 Worldwide spending on IT and offshoring
Global IT and IT-enabled services industry develognt

The global market for the IT industry has been exiggg rapidly with advanced industrial
economy markets and MNCs continuing to dominate hil&vlagging behind the advanced
economies the market for IT has also developedilgpi developing countries. Moreover, East
Asia has emerged as a major global center for hemelwmanufacturing. Furthermore, emerging
market economies have begun to develop a signtfidaservices industry since the 1990s and
subsequently also a software and BPO industryalhds emerged as the largest exporter of IT-
BPO service services among developing countrieg dévelopment of a sizeable IT-BPO
industry is manifested in a rapid expansion in dndfirms and foreign MNCs global service
delivery operations in India.

A number of developing countries have establishigaificant IT services and ITeS-BPO
industries. Among developing countries China haes l#rgest industry in serving a domestic
market for IT software & services and hardware,levindia is the leader in export of IT-BPO
services. While countries other than India, naméliina, the Philippines, Mexico and many
others, have been developing a significant IT-Ble@ise export industry India continues to be
the most competitive among 25 to 30 low-cost lacetj according to the 2008 edition of the
McKinsey Location Readiness Index (LRI). Accordiogthis report India’s share of the global
IT services offshoring business is around 51 per@¢asscom 2009a).

The key strengths driving IT-BPO industry growth limdia continue to be entrepreneurial
dynamism and the access to a large pool of skiftadpower at comparatively low cost. This is
reflected in the fact that most surveys rank Inasanumber one offering the most favorable
setting for offshoring of IT-BPO services among eleping countries. While a large number of
other countries are expanding their IT-BPO servindsstry India continues to rank well ahead
of major competitors such as China, Malaysia, théigpines, Mexico, Egypt as well as East
European countries in being a provider of offshdie8PO services (A.T. Kearney 2009).

Estimates of India’s share of the global IT-BPOvarss offshoring business compiled by market
search firms such as Gartner, Everest Research,ifdei & Company and others vary,

principally due to differences in industry and ctvyrcoverage. According to market research
firm industry data from Everest Research, McKinaag Tholons compiled by the World Bank,

India’s share in offshoring market was around 5S¢ttt for IT services and 37 percent for BPO
in the 2006-2008 period (World Bank 2009c).

All market research firm data on India and otheurtdes, on the offshoring business market
are, however, deficient — one aspect being inadequauntry coverage. Broadly speaking four
sets of data need to be examined. The first woeldrbly global, that is, “total worldwide

offshoring/cross-border sourcing” — this data ipi¢glly weak but is to an extent accessible
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through IMFs balance of payment statistics dataebdhe second would limit itself to
offshoring/cross-border sourcing among developenhtees — this type of data is typically weak
and limited in its country coverage. The third wbubcus on offshoring from advanced
industrial economies to developing countries — thisften the focus on market research firm
data on offshoring markets. The fourth would foonsoffshoring/cross-border sourcing among
developing counties — this type of data is esplyoredak.

After adjusting data so that it is truly globalaths, including offshoring that covers not only al
developing but also all developed countries —inlgdthe sizeable cross-border sourcing
among all European countries— one can concludetlledttotal worldwide offshoring/or cross-
border sourcing” is substantially larger than wtyaically is stated in market research firm data.
Data from market research firms typically focustbe third dimension, that is, offshoring from
developed to developing countries. Their dataasydver, typically limited in country coverage
and sometimes includes offshoring to a few developguntries such as Canada, Ireland and
Eastern Europe as well.

India’s share of the “total worldwide offshoring”arket for IT services stands at less than 25
percent rather than at the 50 percent level whipkcally is cited by market research firms data
which focused in the business to offshore to desrtpcountries. Similarly India’s share of total
global sourcing of BPO would be significantly lébsin what is typically is quoted by market
research firms as they fail to cover much of ctossler BPO which takes place among
developed countries. On the other hand, if estismateross-borders service delivery are limited
to the business of offshoring from developed toeligying countries only — then India’s share of
the IT offshoring market could well amount to begneé0-60 percent (Mitra 20095).

The fact that India is the leader in the developimgld in terms of the offshoring of IT software
& services and BPO from developing countries catréeed to the fact that it had an early start
in developing this business. As time progressedratbuntries have followed suit. Hence it was
no longer possible for India to remain as domiremit was 5-10 year ago. This development is
illustrated by the dataset showing India’s sharette business to offshoring of business
processes developing countries & Eastern Europaldesed from around 67 percent in 2004
to around 48 percent in 2008. Much of this declsmexplained by a rapid development of the
BPO industry in the Philippines (21 percent shar2d08), Mexico (8 percent share in 2008) and
Eastern Europe (8 percent share in 2008) (figuke 2.

13 According to the Everest Research Institute, I'sdifare of the global BPO offshoring market wasuad 35
percent in 2008 while IT share of the IT servicéfstmring market was as high as 55 percent— thia davers not
only offshoring to developing countries but alscCtanada and Mexico. Others estimate that Indiagsesls about
50 percent.
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Figure 2.1 Business process offshoring to develogirtountries and East Europe
(Market location shares %)
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Source The authors' calculations based on data provigeiverest Research Institute.
Note:*CEE includes Central and Eastern European coun@igrs include Malaysia,
Argentina, Brazil, and Singapore, Central Amerind the Caribbean region.

IT-BPO spending long term trends

The past decades have seen a major transformatitme ovorld economy towards a greater
importance of the services sector and the use bhi&dware and services on a worldwide scale.
The services sector now accounts for about 70 peofeemployment and 73 percent of GDP in
advanced industrial economies and for 35 percergngbloyment and 51 percent of GDP in
developing countries (UNCTAD 2008a). This developmméias been associated with a
transformation towards an increasingly networkedvedge-based economy and a rise in
worldwide spending on technology products and eelaservices with IT and telecom

representing the largest segments.

Worldwide spending on ICT has grown rapidly since 1970s and earlier. This is reflected in
IT and telecom spending share of GDP first roseghm advanced industrial economy and
subsequently also in developing countries. Thedastillustrated by the fact that ICT-spending-
to-GDP ratio (IT hardware, software and services pelecom) in India rose from 1.7 percent in
1993 to 2.8 percent in 2000 (WITSA 2002).
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The rate of growth in ICT spending declined in madtanced industrial economies in the 2000s
but continued to be high in developing countri€3T Ispending as a share of GDP, and even
more so on a per capita basis, in the developingdwsmntinues to be low if compared to the
advanced countries. While the increase in ICT sipgndhare of GDP has decelerated in the
2000s, it appears poised to continue to increafigeileveloping world.

The global economic slowdown from September 20Q8ied that the market research firms had
to make major downward revisions in their IT spagdestimates. Projecting spending became
increasingly hard as a result of the global slowdoMoreover, analysis of IT spending and
offshoring is complicated due to differences inadabverage and classification of spending
categories. Data on global sourcing (offshoringjidglly only includes sourcing to emerging
market economies and in some instances also to adwanced economies such as Canada and
Ireland. This is inadequate as it leaves out mbsh® cross-border sourcing that takes place
among advanced industrial econoniied/Norldwide IT-related spending (and telecom) has
grown but estimates differ depending on coveragetelated spending includes hardware,
software and services; and according to some @ilz®ns also telecom. Service can cover
only IT services or can also include ITeS-BPO. Mwe¥, market research firms such as
Everest, Gartner and IDC often provide specialnestes for offshoring of IT software &
services and BPO.

According to Global Insight’s data, global IT (hexate, software and services) spending CAGR
was 7.1 percent in 2004-08 period and is forecastedach 5.5 percent in the 2008-2013 period
as per estimates in October 2008. Growth in so&visprojected to continue to increase faster
than hardware. Also, Global Insight projectionsvghiapid growth in IT spending across a wide
range of sectors (verticals). Moreover, growth ofak IT spending in the Asia Pacific is
projected to be significantly higher than in West&urope and North America (table 2.3 and
2.4). The global economic slowdown from Septemi@082did, however, imply that Global
Insight and others have had to revise their forvaajections.

4 There is no worldwide data on covering domestigrsiag or cross-border sourcing. Hence it is naisiiae to
provide accurate estimates on global sourcing d@weént and its share of total IT spending in a tyuor

internationally. Much of the data on global offsimgr of IT-BPO services as published by market regedirms

such as IDC, Forester, Gartner, Everest and othgrisally focus on offshoring to emerging markebeomies and
is incomplete in terms of its coverage of crosskorsourcing among advanced industrial economies. United
States, the United Kingdom (and several other imdli€ountries) are larger export of software &fidervices than
India, China or other emerging market economiesHI®009a). This fact is, however, typically not repd in

market research firm data as they typically focnsoffshoring to developing countries and in somgesaalso to
few industrial countries such as Canada and Irel@hds market research firm data typically undémestes total
cross border sourcing (offshoring).

30



Table 2.3 Trends in global IT spending, 2004-201@)S$ billion)

IT Spending by Product Class (US$) CAGR %

2004 2005 2006 2007 2008 2013 2004-08 2008-2013
Hardware
Desktop PCs 121.7 124.3 124.7 123.3 117.0 96.6 -1.0% -3.8%
Notebook PCs 66.3 815 97.1 113.2 129.8 2145 18.3% 10.6%
High-end Servers 7.3 7.3 7.1 6.9 6.6 5.2 -2.6% -4.5%
Mid-range Servers 10.5 11.1 11.4 11.3 11.0 8.8 1.2% -4.4%
Volume Servers 24.7 27.9 311 35.3 39.3 60.9 12.3% 9.1%
Storage 26.3 29.3 325 35.7 38.8 50.6 10.2% 5.4%
Peripherals 59.7 64.4 68.2 70.5 72.4 102.2 5.0% 7.1%
Networking Equipment 50.9 57.8 62.8 67.2 72.3 101.7 9.2% 7.1%
Subtotal, Hardware 367.4 403.6 434.8 463.3 487.3 640.5 7.3% 5.6%
Software
Infrastructure 65.3 72.3 80.0 87.5 92.9 135.1 9.2% 7.8%
Application Development 50.1 55.0 59.6 63.6 67.0 89.5 7.5% 5.9%
Application 112.6 125.0 134.9 143.9 150.3 195.3 7.5% 5.4%
Subtotal, Software 228.0 252.3 2745 295.1 310.3 419.9 8.0% 6.2%
Services
IT Planning 51.2 56.5 61.6 66.2 69.8 92.0 8.1% 5.7%
Implementation 139.1 151.1 162.4 172.8 181.5 233.6 6.9% 5.2%
Support Services 130.8 139.9 148.3 155.2 159.4 198.6 5.1% 4.5%
Outsourced Operations 96.6 104.3 112.0 118.6 123.2 155.0 6.3% 4.7%
Training and Education 19.8 215 23.1 24.5 25.7 33.2 6.7% 5.2%
Subtotal, Services 437.5 473.2 507.4 537.2 559.6 712.3 6.3% 4.9%
Grand Total 1,033.0 1,129.0 12168 | 12956 | 1357.2 | 17727 7.1% 5.5%
IT spending by Industry Sector (US$B) CAGR

2004 2005 2006 2007 2008 2013 2004-08 2008-2013
Financial Services 199.5 217.9 234.4 249.1 260.6 339.4 6.9% 5.4%
Government 153.2 166.9 179.2 189.6 198.0 255.8 6.6% 5.3%
Manufacturing 123.1 134.6 144.3 154.7 162.4 211.9 7.2% 5.5%
Consumer Spending 87.4 96.1 103.8 111.3 117.0 151.9 7.5% 5.4%
Communications 85.8 94.1 102.1 108.8 114.0 150.7 7.4% 5.7%
Professional Services 86.6 96.0 103.2 108.7 113.6 147.6 7.0% 5.4%
Healthcare 73.1 79.4 86.0 915 95.6 125.7 6.9% 5.6%
Retail 51.2 55.1 58.8 62.4 65.1 83.3 6.2% 5.1%
Energy & Utilities 46.0 50.9 55.1 59.2 62.5 83.1 8.0% 5.8%
Fiogpiigiity, Hotels and 457 49.8 547 | 584 | 6L1| 814 7.5% 5.9%
Educational Services 222 24.2 26.1 27.8 29.2 38.6 7.1% 5.7%
Waglsalsand 19.0 206 222 237 24.9 32.9 7.0% 5.7%
Natural Resources 17.8 19.5 21.2 23.0 24.4 32.6 8.1% 6.0%
Transportation 14.8 16.0 17.2 18.5 19.5 25.8 7.2% 5.7%
Construction 7.4 7.8 8.3 9.0 9.2 12.1 5.6% 5.6%
Grand Total 1,033.0 1,129.0 1,216.8 | 12956 | 1357.2 | 1772.7 7.1% 5.5%

Source:Global Insight (October 2008)
Note. 2008 data estimate and projections as per Oct2b@8. Subsequently projections have been revisechwdards
economic slowdown from September 2008 onwards.
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Table 2.4 Trends in global IT spending by region, @4-2013(USS$ billion)

CAGR
2004 2005 2006 2007 2008 2013 2004-08 2008-2013
North America 447.6 486.6 513.9 534.6 546.9 664.9 5.1% 4.0%
Western Europe 344.3 367.3 394.3 421.6 441.2 580.6 6.4% 5.6%
Asia Pacific 179.4 200.1 221.0 240.9 260.2 365.1 9.7% 7.0%
Emerging Markets 61.7 75.0 87.6 98.5 108.9 162.1 15.3% 8.3%
Grand Total 1,033.0 1129.0 | 12168 | 12956 | 1357.2 | 1772.7 7.1% 5.5%

Source:Global Insight (October 2008)
Note. 2008 data estimate and projections as per Oct?B@8. Subsequently projections have been revisechwards due to the global
economic slowdown from September 2008 onwards.

IDC estimates global spending on IT services at B5% billion in 2008 compared to US$ 115
billion for BPO. Though a smalportion of the total IT services spending, sourcimgst of
which is cross-border, of IT and BPO has grownedHdd in the 2004-2008 period according to
IDC estimates (IDC November 2008)This fact points to a strong growth in momentunthie
offshore service delivery.

According to Everest Research, the global marketHfe offshoring of IT and BPO services has
been growing rapidly. ITO (Information TechnologytSourcing}® and of business process
offshoring has grown from around US$ 30-35 billion2004 to US$ 89-93 billion in 2008.
(figure 2.2). Growth has been strong both for IT@I éusiness process offshoring but the
expansion of the latter has been more rapid thahanTO. If this trend continues, the global
offshoring of the value of BPO will overtake thdtadfshoring of IT services in the 2010s.

15 According to IDC worldwide spending on BPO sersiceached US$ 115 billion in 2008 reflecting arréase of
around 12 percent compared to 2007 (IDC Novemb8BR4DCs data on worldwide spending on BPO inctude
both domestic and offshore sourcing, i.e. sourtingnother country, with the latter constituting targe part. IDC
does not provide a breakdown in spending on tefrhew much is international and how much is doneesti

17O is here defined as IT applications in develepim& maintenance, and infrastructure outsourcimg @mote
infrastructure management (RIM) outsourcing in #ishmre context.
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Figure 2.2 Trends in global offshoring 2004-2008JS$ billions)
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Source:Everest Research Institute and authors’ calculation
Note: Data covers offshoring to developing countriest&an and Central Europe plus Ireland and Canada.

Post September 2008

Industry analyst firms such as Gartner, GlobalghtiForrester and IDC projections show that
global IT-BPO spending and offshoring will deceteraignificantly as a result of the global
economic slowdown’ In the long term they all do, however, envisagmiicant growth in IT-
BPO spending and offshoring worldwide, that is,hbot advanced industrial and developing
countries. While the total business volume andngjlrates may contract in the short term, the
medium and longer term prospects for worldwide espan of the IT-BPO services industry do,
however, remain favorable.

According to Gartner, Forrester, IBand other market research firms’ worldwide IT sfirg

will decline in 2009 and then recover significanitly2010 as per projections presented by these
firms in June and July 2009. There is, however si@rable uncertainty regarding projections
for 2009 and thereatfter.

7 Projections for growth in global spending on ITviees and IT-BPO offshoring repeatedly have besrised
downwards in the October 2008 to April 2009 perader global forecasts released by Gartner, Rerremd IDC.
18 In November 2008, IDC estimated growth to be Z26cent in 2009; a figure that was reduced to Or6que in
February 2009 (IDC February 2009). According to 1®Eebruary 2009 estimates, the hardware marketdwi
most affected by the global economic slowdown dmddecline in IT spending will especially affece thardware
sector. It would register a year-on-year dollarlidecof 3.6 percent during 2009 due to a declinspending on
servers, PCs, and printers. However, the softwagment is expected to grow by 3.4 percent in 200 IT
spending growth in the United States is anticipateble about 0.1 percent in 2009. Region-wise]Thepending is
envisaged to decline by approximately 1.8 percermiss Japan, while Western Europe is expectedaw gy 0.1
percent. The IT spending in Asia Pacific, excludiagan, is expected to grow by 1.4 percent in 2008.emerging
economies of the Middle East, Africa, and Latin Aio& are envisaged to show a robust growth of 8qrgrand 4
percent in 2009 respectively, while IT spendingientral and Eastern Europe is projected to falt Bypercent in
2009 (IDC 2009a).
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According to Gartner US dollar valued global IT sgeg (that is, IT software, IT service,
computing hardware and telecom combined as pem&adlassification) is expected to fall
nearly 6 percent in the calendar year 2009 androav oy 2.3 percent in 2010. Global IT
spending would average 1.9 percent annual growdin fRO08 through 2013, that is, as per
projections in June 2009 (Gartner 2009 June). lu@date presented in October 2009, Gartner
projections were revised marginally: global IT spieg was for 2009 was expected o decline by
5.2 percent and then grow at 3.3 percent in 201@léNGartner’s projections show a return to
significant growth in global IT spending in 201Cethirm states that it will take time for the
market to return to robust levels seen a few yagos(The Economic Times. October 20. 2009).

Gartner’'s June 2009 forecasts project that globasdending would reach US$ 3.2 trillion in

2009, compared to US$ 3.4 trillion in 2008, whicbul be the biggest slowdown since the dot-
com burst in 2001 when IT spending fell by 2.1 petc According to Gartner, IT organizations
worldwide were asked to trim budgets, and consumergutting back on discretionary spending
in 2009 (Gartner June 2009). As per projections 2009, all four key market sectors —

hardware, software, IT services and telecommuminati— are projected to contract with the
decline being especially so in IT hardware andl#ast in software spending. The computing
hardware segment will experience the steepestmdedhi 2009, with spending projected to
decline by 16.3 percent. While, the software sednwefi show the smallest decrease the
spending in this category is, nevertheless, exgdoterop by 1.6 percent (table 2.5).

Table 2.5 Worldwide IT spending forecas{USS$ billions and annual growth %)

2008 2009 2010
Computing hardware (US$ b) 3795 317.8 317.7
Annual growth (%) 2.5 -16.3 0.0
Software (US$ b) 2219 2183 2253
Annual growth (%) 10.3 -1.6 3.2
IT Services (US$ b) 805.9 761)0 784.0
Annual growth (%) 8.2 -5.6 3.0
Telecom (US$ b) 1,945.2 1,855|9 1,898.7
Annual growth (%) 5.7 -4.6 2.3
Grand total IT incl. telecom (US$ b) 3,352.5 3,152.9 3,225.7
Grand total annual growth (%) 6.2 -6.0 2.3

Source:Gartner, June 2009.

Forrester's global IT spending projections for 2G0® in line with Gartner’'s in terms of the
magnitude of the decline in 2009. Both firms repdbt revised their IT spending projections
downward for 2009 and 2010 downwards in the quarteat followed the September 2008
global financial crisis. In addition, Forrester eaged that growth in IT outsourcing [offshoring]
will remain moderate in 2009 and 2010. It predicttdt economic uncertainty, increased
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competition, price cuts in smaller projects andesson would continue through the first half of
2009, with revenues starting to improve in the seldualf of 2009 and in 20118.

IDC expected worldwide IT spending to turn positine2010 as per their June 2009 forecast.
Global IT spending is projected to decline by le8cent in 2009 and then grow by 2.9 percent in
2010 and 5.7 percent in 2012 (IDC June 1, 2009).

In conclusion, while global IT spending is estinthte decline in 2009 this decline is commonly
perceived temporary. Global spending on IT softwfrservices and 1TeS-BPO is poised to
continue to grow substantially in the medium andglaerm that is, leaving aside major
economic downturns such as the global financigisin 2008. Growth in IT-related spending is
likely to be especially manifest in emerging marketintries such as India which lag behind in
diffusion of IT in the domestic economy. Moreovepending on offshoring of IT-BPO services
is poised to continue to growth significantly fadteat worlds total spending on IT-BPO.

India is in a strong position in terms of growth mfospects in IT spending, especially if
compared to more developed economies. The domesti&et is still in a nascent stage of
development. India’s domestic IT market is expedtedrow at around 14 percent in 2009, that
is, only a minor decline in the growth rate complat@ 2008 when IT spending grew at 16-18
percent according to Gartner (The Financial Expdebg8 2009).

Moreover, the prospects for export-oriented IT daservices industry growth in India and other
developing countries are good as offshoring of HE&Bservices to developing countries is likely
to grow even faster than total worldwide IT spegditndia (and other developing countries) has
major potential to expand exports of IT softwars&vices, including engineering services, both
at the lower and higher end of the value addedncaad across a wide range of verticals. The
BPO industry is still young and there is generakagent that it has major potential to expand
the scale and scope of its operations in all ceesyand across borders.

19 At the end of June Forrester, had lowered itsdasts, predicting global IT spending to drop 1Ge6cpnt in 2009
rather than the 3 percent decrease it projectdtedteginning of 2009.
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3. Overall IT and BPO Industry Transformation

3.1 Growth and importance in economic transformatio
The rise of IT-related industry

The rapid development of the IT and ITeS-BPO indust widely acknowledged as a major
success story of the Indian economy. The revenuenggs of this industry have grown from less
than US$ 1 billion in 1990 to close to US$ 60 bitliin 2009 or US$ 70 billion if hardware is
included. In the past decade, IT-based serviagesyooe broadly ICT (IT, telecom, broadcasting
and related services) have emerged into majorystsain transforming the Indian nation and its
international interface.

The increasing importance of the IT-BPO industrillisstrated by its rising shares of GDP and

export earnings. As a share of GDP, the IT-BPOasedincluding hardware) revenues have

been growing from 1.2 percent in FY1997-98, to kepst in FY2004-05 and almost 6 percent in

FY2008-09. The IT-BPO sector’'s share of total Imdéxports (merchandise plus services) has
increased from less than 4 percent in 1998 to téepein 2008 and is likely to reach the 18-20

percent level in 2009-10 (table 3%).

The IT-BPO industry’s incremental contribution t®@B growth, exports and employment have
been substantial in the 2000s. The Central Stais@rganization (CSO) has put forward data
highlighting the industry’s contribution. Even tlgtuthe IT-BPO sector constitutes a minor part
of GDP and an even smaller part of employmentcatstribution to the GDP growth rate is
almost the same as the agricultural sector acotdi€SO 2008 datd.

2 The expected sharp rise the IT-BPO share of esfor2009 is derived from projections showing coméd
significant growth in IT-BPO sector export whileveeal other sector, i.e. especially good manufaugurare
projected to decline in 2009.

1 Deceleration IT service industry growth in FY20084s according to CSO, one significant reasortHerdrop in
GDP growth rate of the Indian economy in FY200848%en though the IT sector constitutes a minor paGDP
and an even smaller part of employment, its coutidn to GDP growth rate is almost the same asagreultural
sector according to CSO 2008 data. The agricufanma sector, which has nearly 18 percent weigh&DP, grew
at an average rate of 4 percent in the last foarsyeAt this rate, its contribution to GDP growtite was 0.72
percentage point. However, the IT sector, whichdvdg 4 percent weight in GDP, contributed 1 petaga point
to GDP growth rate at 25 percent growth rate. Tangsarp fall in IT-BPO industry growth rate woulavie pulled
down overall GDP by at least half percentage paiftY2008-09 according to CSO estimates from AGI09.
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The IT-BPO industry has emerged from a small ingust a significant generator of jobs for
urban youths with higher education. The industeigbansion is evident from the fact that the
number of persons directly employed in the indubig increased from about half a million in
FY2002, to 1 million in FY2005 and to an estimat@ million by the end of FY2008-09. In
addition, indirect jobs created are estimated axme8 million in FY2008-09. Every IT-BPO
service industry job has led to the creation of &@itional jobs in related sectors (Nasscom
2009a). It can, however, be argued that thesedfpembers underestimate the impact. Without
the IT-BPO industry and a widespread use of IT sxrall major sectors in the domestic
economy much of the Indian economy would quicklgdree obsolete and fail to generate and
secure employment. The use of IT based serviceslispensable for ensuring competitiveness
across sectors locally and globally. Moreovers iimportant to note that the IT-BPO sector has
generated new private wealth. It has, indeed, effenany opportunities for entrepreneurship,
including a new set of SMEs.

There are a number of reasons for the strong sttére ICT developments in India, and
especially the rapid growth in software serviceustdy, the Internet and associated applications.
They are briefly: high growth, export and importtgntial, ability to attract both foreign and
domestic capital and to speedily generate profits @ersonal wealth, and the potential to offer
entrepreneurial and employment opportunities bathndia and abroad as discussed above.
Moreover, a wide range of ICT applications openshap horizons for economic development
affecting the private sector, government and cdaciety. This has a major impact on both urban
and rural areas and affects not only higher incgrmips and areas but also the poor and
backward parts of the country. There is today duair explosion of new software and
connectivity service application projects in diffat parts of the country — ranging from e-
banking, e-commerce, e-governance, e-educatioraktkhand so on. Wide-scale application of
ICT would affect all sectors of the domestic ecogoamd ICT development is essential for
competitiveness and integration in the global econ@Mitra 2000a).

Uneven social and economic development and the iotd IT

While India is progressing it is still in a nascestage in terms of the development of the
domestic IT industry market and linkages betweenldical and external oriented IT and other
knowledge economy based industrfédndia continues to lag behind in ICT diffusion aB®P

per capita income levels, universal basic educatamd degree of urbanization and
industrialization if compared to advanced industtauntries as well as fast growing emerging

The IT sector (excluding hardware) which curremttgounts for 3.5-4 percent of India’'s GDP grevamat
average rate of around 25 percent in three yeaisdpEY2005-06 to FY2007-08 but the rate of growtbpped to
9 percent in FY2008-09 according to CSO’s estimegt=ased in April 2009. The growth rate for theBPO sector
calculated by the CSO would be different from wtiet Nasscom. This mainly because GDP data usedSky i€
estimated based on constant prices, that is, @ pevels of 1999-2000, whereas Nasscom estimageis aominal
terms. Nasscom estimates (as per February 2009%dfteare services segments — which constitute &ger
percent of IT-BPO industry — to post 15 percentwgtorate in FY2008-09, compared with 32 percenthia
previous fiscal, due to the adverse internatiomahemic environment. However, the entire IT indussrprojected
to grow at a much slower rate of 12 percent in F0809 (Business Standard 2009a).

2 1n this paper the tertinkageis used to as economists typically use it; i.e. mmeglinking and influencing other
forms and industries in the economy.
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market economies in East Asia and elsewhere. Trad economy and agriculture is still the
backbone of the Indian economy in terms of emplaym&luch of the country’s physical
infrastructure, education and research institutidagal and regulatory system suffers from
major weaknesses. The record in corporate goveenamd even more so public sector
management is mixed to say the least. If compareghina much of the Indian society appears
to be chaotic or undisciplined as illustrated bgklaf trust and frequent delays in project
implementation. While it will take considerable &nto overcome these weaknesses it can be
argued that e-government and other IT applicati@msserve as important catalysts in doing so.

Despite weaknesses, India has achieved rapid gevelat of IT and other high technology
sectors and has produced a large number of highlgaged and hardworking professionals with
eminent roles in the global knowledge economy. Atgwen infrastructure and the flaws in the
society a large number of Indian people possesseat gleal of ingenuity and a native
intelligence in coping with problems and fixing bedical and other glitches. The size and
diversity of the manpower pool implies special adages in the development of knowledge
economy based services sectors. Part of the ecohasg long track record in being effective,
competent and well-governed, namely many MNCs ambre-oriented Indian firms and the

public sector aero-space industry and elite edoicatiinstitutions constituting prime examples.
The human resources advantage has given India g@ @er smaller countries in terms of
development of IT industry related offshoring inttys This is illustrated by hyper-growth in

export-oriented IT-related services industry inamrkhubs in India and by the role of Indian IT
professionals outside of India.

These facts may appear as a paradox or seem dotargdThey can, however, be explained in
the context of diversity coupled with the dynamadslocal economic and social development
conditions and thereby associated technologicalghioishlization processes. India does not only
have a diverse set of comparative advantages bsé thare also changing. Moreover, the process
of transformation from an agrarian to an industsatiety and then to a modern knowledge-
based economy is bound to be uneven resultingsjpadties or in a so-called dual economy.

Poverty and illiteracy is widespread and rural ecow still provides livelihood for most of the
population in India. But most parts of the courttave experienced rapid transformation in the
past decades. The ratio of the population whiclhew the poverty line has declined and
literacy and health indicators have improved. Agjtire productivity has improved and
manufacturing and service sectors in urban areas inareased their share of total employment.
Radio and TV, and more recently mobile telephomfintelogy, have empowered both literate
and illiterates with new communication and inforioattools — a development which has a more
widespread impact than that of the export-orienfedcelated services industry. All of this has
implied a major transformation in both the urbad amal economy.

Large countries like India and China are partidylarone to duality in development whereby
some parts of the economy are significantly moreanded or modern than the rest. This is
reflected in the fact that India has developed rapetitive IT industry around major cities. At
the time the country is lagging behind in compuated Internet usage penetration levels. Since
the 1990s there has, however, been a marked aattetein the process of catching up with
middle- and high-income countries. Per capita egfare on IT is, however, likely to remain
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only a fraction of what is typical in higher inconseuntries reflecting lower GDP per capita
income levels. Moreover, India is lagging behindasic education as well as the share of the
population that has higher education. The countty & large number of poor as well as a
significant middle-class coupled with sharp disfesi in development and productivity in
different geographical areas and economic sectrsthe one hand the country is lagging
behind in PC penetration as well as basic and higtiecation enrollment on a per capita basis.
But in absolute terms it has a large pool of edectahanpower, including those with graduate
and post-graduate qualifications, although withanajariation in the quality of the education
system.

In short, the greater role of the IT-BPO industayicot be measured only in terms of its share of
GDP, export and employment. Like other multi-pugtechnologies IT plays a transformational
role affecting most aspects of cultural, social @asdnomic development. While not a panacea
for economic and social development, the IT-BPQustd; and the use of ICT has served as a
major catalyst to social and economic transfornmaiio the domestic economy and India’s
interfacing with the rest of the world (box 3.1).
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Box 3.1 Reasons for strong interest in IT industryelated developments in India

Demonstrated growth capacity

Its high growth.

Its export and import impact.

Its ability to attract capital from foreign and destic sources and to develop strategic alliancés wi
MNCs and other forms of international collaboratand networks.

Its ability to generate profits and personal weegdghidly.

Its ability to generate entrepreneurial and empleynopportunities both in India and abroad.

Its ability to use and diffuse ICT technology artiey knowledge both in India and abroad.

Its ability to respond to change in technology dechand by expanding into new export business niches
and geographic markets, both at the lower and highés of the value-added chain.

Its rapid structural change exemplified by intratilore of new affordable and powerful software
applications, computers, smart devices, Interndtveireless connectivity technology and the convecge
of computing, telecom and media technologies efalthich opens up new avenues for local and export-
oriented ICT-related investment and applications.

Crosscutting impact but not a panacea

Its demonstration of that India finally has foundramising industrial niche with the potential &nee as
an engine of growth and catalyst for social ancheatic transformation.

Its promise to improve total factor productivitytime economy.

Its impact in creation, sharing and applicatiomafa, information and knowledge in the society.

Its impact on the individual's way of life at woriky education and at leisure — the total effect anted to
nothing less than a cultural revolution.

Its wide-ranging impact in inducing change in oligation structures and processes in the private and
public sector and to transform intra- and intert@elinkages in goods producing and service sedigrs
means of applications such as e-governance, findacking, postal services, insurance,
media/entertainment, education, health, publicsjpart, energy and other utilities management iriofyd
investments clean/green tech.

Its potential to serve as a catalyst to reduceadisps in social and economic development — iniclgd
poverty reduction and development of low incomeugsoand backward areas.

Its potential to serve as a catalyst forging ned elnser economic, cultural and other linkages wvith
India and between India and the rest of the world.

Its potential to offer opportunities to help Indtacompete and “catch up” with the rest of the wanl
economic development — conversely, if this oppdtiuis lost, India risks falling further behind.

Its potential to serve as a catalyst to scientifigancement and development of knowledge-based
industries and R&D in areas such as defense, spataviation, engineering, pharmaceuticals and
biotechnology.

Vision for knowledge economy transformation and inérnational catch up led by exports of services

Its demonstration of the implications of the emergeof a knowledge-based networked economy with a
new pattern of global division of roles in capitaliman resources and technology development inhwhic
India and the Indian Diaspora has a chance to becignificant players.

Its pointing to opportunities to accelerate catphatthe national, regional, firm, household artividual
levels by applying ICT locally and exporting ICTdaather knowledge industry related services.

Its pointing to knowledge economy transformatiod &mew” export-orientation service delivery model.
Its potential to offer lessons and non-lesson®fber countries and the scope for future collabonatith
other economies.

Source:The autho
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3.2 Explaining growth — the interplay of global andocal developments

In the past decades IT-related business has exgaagelly both in developed and developing
countries. IT has indeed been a so-called sumithesiry across all continents. In this broader
context India has continued to lag behind develapeohtries as well as East Asia and Latin
America in diffusion of IT in the domestic economyso, unlike several East Asian countries
India has not been successful in developing a Bieeaternationally competitive IT hardware
manufacturing industry. In contrast India has, hesvebeen comparatively successful in
developing a sizeable export-oriented IT-relatagtises industry. It has, indeed, emerged as a
leading exporter of software services and ITeS gnuaveloping countries in the 1990s and
2000s.

The fact that India has lagged behind in domesiiitigion of IT can to a large extent be
explained by low per capita income levels and dgficies in basic education and IT literacy.
The weakness in terms of developing a sizeableaf@ivmare manufacturing export industry can
in part be explained by deficiencies in physicdtdstructure and logistics management system.
This is in line with the fact that much of the ladi manufacturing industry lags behind East
Asian and other countries in competitiveness, thabarring certain engineering and textile
industry segments and the surge in exports of anibdencomponents in recent years.

The conditions for exports of IT services and ITiedustry in India have differed considerably if
compared to most of the manufacturing industrystFivhen India began to develop a significant
IT-related services sector from the 1980s onwardrenefitted from an extraordinarily strong
external demand pull. Also, unlike the hardware ufacturing industry it had little competition
from East Asia or other developing countries, iBatt least initially. Secondly, the IT-related
services industry’s main asset has been educatedawar which has been readily available at a
large scale and at low cost in India. Also, theustdy is comparatively less demanding in terms
of physical infrastructure and capital requiremeantsl it can offer quicker returns and higher
profits margins if compared to the manufacturindustry. Thirdly, the IT services industry was
earlier on less subject to government regulatiénsompared to the manufacturing industry.
Also, the IT services industries development wasatly facilitated by the dynamic interface of
individual, private and public institutional netvisr

The fact that India has emerged as a major intemeltpower in terms of number of graduates
and scientists in the country, as well as overdgeasje of the factors explaining why it has been
able to establish itself as an eminent exportesaffware and other services. Moreover, it is
quite natural that the IT services related indusiag focused heavily on exports. Low average
income levels and other impediments have limitedstope for growth and high profit margins

in the local market. In contrast India’s comparatadvantages appear to offer an almost infinite
scope for export-oriented IT services related ghov@apturing even a small percentage of the
large and increasing global market for IT and otkreswledge economy services has offered a
large export opportunity window. Looking ahead &és considerable scope for momentous
expansion in both external and domestic markets.

It is commonly agreed that access to a large pbeblacated human resources which could be
hired at comparatively low cost has been a keyofaehabling India to achieve rapid export-
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oriented IT-related services industry growth in #880s and 2000s. This fact does not, however,
suffice as a number of other aspects also cong&tbtawards this development.

In short, India had several principal strengthsbéing it to respond swiftly to external demand
for IT-related services industry, namety:

* Human resourceslndia’s principaladvantage enabling rapid software and ITES industry
development relates to its pool of human resournasely its size, its varied technical
competency, its English language skills coupledhwitulti-cultural adaptability, its high
domestic and international mobility and its low ttosmpared to high income countries. All
of these features have been favorable in meetidigsiny requirements for skilled technical
manpower as well as for managers and entreprendlss, the Indian Diaspora has had
multiple dimensional roles in knowledge-based itdudevelopment internationally and in
India.

» Capital. Access to local and foreign capital and existentewell-established financial
institutions gradually became more important towgte sector led industry development. The
availability of risk-willing capital has graduallincreased especially in periods of rapid
appreciation of shares as Indian firms have ligtexinselves at Indian and foreign stock
market exchanges. A large number of foreign firmagehinvested in India and established
strategic alliances with Indian firms.

* Infrastructure and industrial parkslhe country’s infrastructure has gradually impmbeit
continues to lag behind most East Asian countmeselecommunication, transportation,
energy and other physical infrastructure. It caratzpied that poor infrastructure is a major
factor constraining economic development in Indiae IT industry would have developed
significantly faster both in terms of export andndstic market if development of
infrastructure had been better. New and more efficiand effective telecommunication
technology and more rapid growth in computer, @ecand Internet infrastructure, have
however, made rapid growth in the software and ITrefustry feasible. Export-oriented
industrial parks have played an especially pivotéé. They have provided land, physical
infrastructure and special incubator facilitiesdustrial parks in major cities have served as
magnet not only for foreign and local corporateesivnents but also in terms of attracting
manpower from different parts of the country.

* Legal and regulatory frameworkSoftware and ITeS industry development has baeoréd
by special fiscal incentives and liberal labor lageverning the software services sector
compared to the manufacturing industry. The comalidle mobility of labor within the
country resulted in the industry having accesslayge human resource pool.

» Institutional capacities and networks for publicdaprivate sector developmertbtrengths in
the key factor market (human resource) was coupidid rich set of institutional capacities
and development of networks in terms of governnehinistration, public enterprises,

% This sections draws on more detailed analysisigealin forthcoming publications (Mitra 2009a andtrsl
2009c).

42



education, mass media, legal and accounting, finhnand technical, management
consultancy institutions, industrial associatiangjgenous and foreign private corporations.
Moreover, the role of the government has graduallglved towards facilitating private
sector development and developing public-privaténgaships.

All of the above was coupled with concentratiorskilled manpower to major industrial cities
and the development of varied forms of local, maloand international networks in which
multiple set of external linkages (production, tealogy know how and other) were typically
(i.e. major firm all of which primarily focused axports) more central than linkages with the
local IT industry and end users. Moreover, it canabgued that the growth of the industry got
special inertia from psychosocial factors suchasling and “success breeding further success.”

In conclusion, the high growth in the IT-relatedvéees industry in India resulted from the
interplay of global and the local developmeritswas primarily driven by an international level
of systemic developments such as globalization teuhnology change as manifested in
structural shift relating to the transformation tvds a networked economy in which global
mobility of manpower, capital, technology, infornaet and knowledge content were central.

Openness to and alertness in responding to changdse global business environment and
fostering of technology and other forms of inteioa&l cooperation was central to the
development of IT-related industry in IndiRapid growth in the industry has largely been
dependant on the ability to learn from and adjosglbbal change in technology, government
policy, legal and regulatory framework, financejustrial organization in different international
markets. The government and the private industrye haeen involved in wide range of
international collaborations activities. This wasipled with human resource development scale,
scope and costing advantages, extraordinarily gteotternal demand — including shortage of
IT professionals — and dynamism of private marl@tés — including the pivotal role of
MNCs, the Diaspora and Indian firms. Governmenermvention such as investment, tax
initiatives, liberalization of the trade and foreighvestment regime and the establishment of
software technology parks were significant, thaegpecially in adding impetus to earlier stages
of industry development.

Private industry representatives and some econsmlisim that high growth in Indian software
industry — and the hardware industry in some Easta\ economies — happened quickly in
“natural way” in the sense that to a large extemtas driven by global technology, costing and
human resource development and private marketsayoeerned by supply and demand coupled
with absences of government intervention. A histdrreview of the Indian experience shows
that these sets of explanations are insufficienghHyrowth did not happen all of a sudden
resulting from market forces alone. The growth perfance can be traced to more than 40 years
history in India in which the role of governmentrivate entrepreneurs and leaders and
developments in the research community roles hidtedlover time. Moreover, it was enabled
by favorable timing as the surge in advance coestidemand for skilled persons employable in
IT-related industry coincided with the fact thatlim had a major surplus of engineers and other
skilled human resources which could by hired Imfrin India and internationally.

The rapid growth in the software and ITeS industryndia was not the result of full-bodied
implementation of government or corporate planniéorts but of “natural evolution” coupled
with some “accidental” aspects. It reflected thgids of supply and demand, factor market and
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physical infrastructure developments, public polariyd change in industrial organization and
corporate strategy and the role of industrial @usg and networks. It did, however, have
certain “accidental” or “default” aspects such awirtg in terms of demand, time zone
differences and the emergence of individual chamgidMore crucial, however, was the
“unplanned”/by default advantages resulting fronvihg access to a large skilled low cost
manpower pool (many of which unemployed and grastuat professionals with little or no IT-
related expertise) plus with the scarcity of atix@ employment opportunities for educated
manpower in other sectors in the Indian economy g8wdtware. This was coupled with the fact
that no other country was able to respond to esdraarily strong external demand pull in the
1990s as quickly as India, i.e. primarily due ® hituman resources endowment. India did not
have especially unique or extraordinarily favoraggeernment policy in IT and other fields, that
is, especially if compared to fast growing Eastadstountries (Mitra 2009c).

Historically, rapid growth in software industry acced despite a number of weaknesses in the
Indian business environment including deficiendresorporate governance and public sector
managementWhile there are examples of areas in which the gowent played an important
enabling role it can indeed be argued that thene werious deficiencies in terms of the role of
government in fostering improvement in physical rastructure, the education system,
management of public enterprises and the legalragdlatory frameworks. Compared to East
Asian countries it can be argued that overall govantal investment climate, the IT industry
included was never consistently favorable. Rapitwswe services and ITeS industry growth
occurred despite a comparatively weak record imgeof the government intervention barring
certain exceptions such as industrial parks anddieeof certain political champions.

An analysis of factors driving and constrainingusttial development in India points to major
potential for further expansion in IT and othervias as well as manufacturing industry by
building on strength and tackling weaknesses. it icaleed be argued that India has so far
underperformed in many sectors due to weaknessvargance and infrastructure for example.
Much of the IT-related development in India (andsinather countries) is still in a nascent stage
of development compared to its growth potentialisTépplies to both domestic and export
markets.

The above discussion points to the fact that therptay of a number of factors has determined
success in developing IT and other industries oianMoreover, it is important to note that
many aspects of the industry development contegergo radical changes over time. This is
illustrated by the fact that a large number of d@p@g countries have began to develop a
significant IT-related services industry in the @80and the India has gradually developed
significant international competiveness in othedustries than IT services and BPO, prime
examples including pharmaceuticals, aero-spacethendutomobile manufacturing sector.

3.3 Overall IT and BPO industry growth performance

Prior to September 2008

The IT-related industry in India has experiencedenthan 20 years of rapid expansion in the
scale and scope of its operations. Initially mdghe growth occurred in IT services at the lower
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end of the value chain but subsequently it entaglstd higher end IT services plus software
products and engineering services. Moreover, froenlate 1990s and onwards, India has also
developed an increasingly diverse ITeS-BPO indiféthy addition, it is importanto recall that
India has emerged as a major market for telecomeation industry but has continued to lag
behind in developing a competitive IT hardware alattronics industry.

The IT and BPO industry grew at 28 percent in th@(0& compared to close to 40 percent in the
1990s, i.e. excluding hardware in CAGR in US dasllafrhe CAGR peaked at 47 percent in the
FY1992-03 to FY2000-01 period after which it deetinto around 23 percent in the early 2000s
as result of the dot-com bubble burst. In the FY208 to FY2007-08 period the growth reached
33 percent after which it declined to 13 percerff¥2008-09 (figure 3.1).

Figure 3.1 IT-BPO industry growth cycles: Total industry growth averages, India
(CAGR % based on US$ data)

50 47
45

35 33

1992-93-2000-01  2000-01-2002-03  2002-03-2007-08

Source:NassconStrategic Review 2008nd earlier issues and the authors’ calculations.
Note: Hardware is excluded.

The IT-BPO industry continues to be dominated bgogts which accounted for 79 percent of
total revenues as per FY2008-09 estimates, hardaxaleded. Moreover, IT services continued
to dominate in both the exports and the domestiketa. BPO revenue was significantly larger
in terms of exports while hardware was larger emmdbmestic market (table 3.1 and figure 3.2).

%4 The terms IT services should be reserved to IVises excluding software but is often more looséhgat is,
covering software, IT and other services. ITeS BR® are here used interchangeable. ITeS revenyebenshme
significant from the late 1990s. Nasscom currenflgs the term BPO rather than ITeS or ITeS-BP® e to do
in the past. It should be noted that most of thta dad research on the IT-BPO sector uses thelienather than
ICT, that is, when telecom is excluded.
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Table 3.1 Key IT-BPO industry exports and domesticevenue trends, India(US$ billions)

| 2003-04 | 2004-05| 2005-0|5 2006-@7 2007-|08 2004-09
Export Market
IT service 7.3 10.0 13.9 18.d 23.1 265
Software products 0.8 0.9 1.2 1.4 2.1 2.
Engineering services 1.7 2.2 2.8 3.6 4.3 4.
BPO 3.1 4.6 6.3 8.4 109 12y
Hardware 0.4 0.5 0.6 0.5 0.5 0.
Total export IT-BPO excl. hardware 12|8 17.7 24.2 1.43 40.4 46.3
Total export IT-BPO incl. hardware 132 182 24.8 1.8 40.9 46.6
Domestic Market
IT service (incl. engg) 3.1 35 4.5 5.5 7.9 8.
Software products 0.5 0.7 1.3 1.6 2.7 2.2
Engineering services
BPO 0.3 0.6 0.9 1.1 1.6 1.9
Hardware 3.8 51 6.5 8.0| 119 118
Total domestic IT-BPO excl. hardware 39 48 7 2 B. 11.7 124
Total domestic IT-BPO incl. hardware 717 9.9 13.2 6.21 23.2 24.2
Total: Exports & Domestic Markets
IT services (incl. engg) 12.1 157 2142 211 35.3 9.63
Software products 1.2 1.6 25 3.0 4.3 4.
BPO 34 5.2 7.2 9.5 12.9 14.6
Hardware 4.2 5.6 7.1 8.5 12.( 124
Total IT services, prod, engg & BPO excl. hardware 16.7 225 30.9 39.4 52.L 58(7
Grand Total incl. hardware 20.9 28.1 38.0 48.] 64.1 70.8

Source NassconStrategic Review 200&nd earlier issues plus Nasscom 2009d and theragutialculations.
Note Data for FY2007-08 and FY2008-09 are provisiofgjures may not add up due to rounding off.

Figure 3.2 IT-BPO industry revenue by service linelndia (US$ billions

45

0 40
4 a5 [ ]
35 :
30 27 !
25 T H
20 16 I
15 12 ] 12 i

— 10
10 7 1

I

gar—oe= B A= Bic 0= B

FY04 FYD5 FYO06 FYO07 FYO08 FY09

‘ OSoftware products BBPO  OIT sarvices (ircl. Engg)

Source NassconStrategic Review 200#nd earlier issues plus Nasscom 2009d and therauttalculations.
Note Data for FY2007-08 and FY2008-09 are provisiofgjures may not add up due to rounding off.
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Historically, the IT-BPO growth in India can be bdly divided into five major phases,
namely®

1. The initiating domestic requirements oriented phdkse mid 1960s to the mid 1980&his
phase included the early years of establishinglThendustry in India during which the
primary focus was on import-substitution and thendstic market. Progress was made in
establishing higher education in IT and relatechgyrdut the private IT industry remained
small and the foreign investment regime was higastrictive, leading aside the government
setting up of an IT industry export committee whiekulted in some liberalization hardware
import requirement for export-oriented softwaretseirms.

2. The export led growth phase: the late 1980s to adoR002.This phase entailed strong
private sector led export growth and a gradual gerare of a more sizeable domestic
market. This phase has characterized by the fiasew of proliferation of PCs some of which
networked. Also, the central government set up Itffermation Technology Task Force
which came up with 108 recommendations to fosterdéevelopment of the software industry
sector. This phase was characterized by an extrawilg strong export demand of IT
services and software product development, andirtiti@ation of a notable BPO export
industry taking place around 1998. Furthermores fiiase entailed economic liberalization
reforms which helped to spur foreign trade and stment and the formation of strategic
alliance between Indian and foreign firms. Seveadtware technology parks and a wide
range of public and private IT education and tragnprograms took off. The 2001 dot-com
investment bubble burst had only relatively mildlaemporary effect on growth rates but
spurred efforts to seek out business opportunities.

3. The comparatively more matured phase: around 2060308.This phase entailed continued
strong growth both in exports and the domestic etagithough with growth rates not as
high as in the peak years of the 1990s. The phasecharacterized by significant expansion
not only at the lower and middle end of the valddes chain of IT services and BPO but
also at the higher end, that is, software prodagetbpment, engineering services and R&D.

4. The global economic slowdown and recovery phaspteS®er 2008 onwardg.his phase
entailed continued comparatively moderate growtlexgforts and the domestic markets but
pressure augmented to improve productivity and rdifse in terms of verticals (sector
applications) and geographies.

5. The 2010s.This phase is anticipated to imply a return tohbiglevels of growth in
worldwide IT-BPO spending, IT-related trade andusitly growth. It offers a wide range of
opportunities to expand the scale and scope off#&PO industry in India both in terms of
exports and the domestic market (see chapter 6).

The expansion of the IT-related industry has bestefed by an extraordinarily strong external
demand pull coupled with a swift supply responsenfrvendors with operations in India. This
occurred first in IT services and then also inwafe products and the ITeS-BPO sector. The

% See chapter on export and the domestic markensiguafor alternative and more details descriptiohghases.
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resulting rapid export expansion has continuedutinout the 2000s, although typically at lower
rates than in the 1990s.

The IT-BPO industry has to a high degree been datih by exportsExternal markets
accounted for 79 percent of the total IT-BPO rewsncompared to 21 percent for the domestic
market in FY2008-09, hardware excluded. The IT-B&@ort industry employed about 1.76
million persons in FY2008-09. Unlike East Asian otiies, IT exports from India continue to be
dominated by software products and services as’mtiardware exports are small, that is, US$
0.3 billion in FY2008-09 (see tables and figurekng.

The growth in exports continued to be more rap@ahtim the domestic market but domestic
market growth has become comparable to that ofexfrem the mid 2000s. This is reflected in
that the export share of total revenue no longeiniseasing substantively as it did earlier
(figures 3.4 and 3.5).

Furthermore, the growth trajectory of the totalenewre growth of the IT based services industry
in India in the past decades suggests a concawvetlgurve, that is, leaving aside short term
fluctuations in business cycles such as the slowdoaround 2001 and 2009 (see chapter 6).
Export growth rates peaked at the 51 percent liev#le FY1992-03 to FY2001-02 period after
which they declined. The rate of growth did, howevemain considerable at a CAGR of 33
percent in the FY2003-04 to FY2007-08 period (feg3c2). Also, it should be noted that total
amount of revenue (and number of employees) addedgar was several times larger by the
end of the 2000s if compared to what it was earliérs fact applied to both the export and the
domestic market oriented industry. However, the ®AGevelopment path of the domestic
market has differed if compared to exports. In1B80s the domestic market grew significantly
slower than exports but this was no longer the @aghe 2000s. Unlike exports, the rate of
growth in the domestic market has not declined.ddethe CAGR was around 32-33 percent for
both exports and the domestic market percent inF¥i2003-04 to FY2007-08 period (figures
3.4 and 3.5).

Figure 3.3 IT-BPO industry growth cycles: Export ard domestic market annual growth averages
(CAGR % based on US$ data)
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Source:NassconStrategic Review 2008nd earlier issues and the authors’ calculations.
Note: Excludes hardware.
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In conclusion, both the export sector and the démewmarket have undergone a major
transformation in the past 20 years both in terftb@®scale and scope of its operations. The fact
that exports has been growing more rapidly thandraestic market can be traced to the fact
that the external market potential has been vergelavhile the domestic market has been
comparatively less. However, the domestic markegralually becoming sizeable. It is well
acknowledged that the domestic market offers mgjowth for several decades to come. The
scope for doing business in the domestic markethmgever, for a long time been rather limited
as compared to the almost infinite scope for expansf exports and the high profit margins that
the external market offered.

The expansion of the IT-BPO industry in India hasrbcharacterized by numerous challenges in
building capacity and responding to changes in aeimdT-BPO industry has faced a need for
continuous adjustment to changes in technologysamdced demanded. The industry has so far
done well in dealing with volatility and responding rapid transformation in demand. The
industry has a proven track record in being agile fexible in adopting “new business models”
and in venturing into new business segmenite industry has a long history of expanding the
scale and scope of its operations both at the landrhigher end of the value added chain and
across a wide range of sector applications. Arns expanded its geographic reach in terms of
industrial locations and markets.
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Figure 3.4 Export and domestic market revenue earnigs of IT-BPO industry, India (US$ millions)
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Source:NassconStrategic Reviewarious issues and Nasscom 2009d.
Note: Excludes hardware. FY2007-08 and FY2008-09 dageovisional.

Figure 3.5 Export and domestic markets’ share of @l IT-BPO industry earnings, India (%)
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Figure 3.6 Total IT-BPO industry revenue growth, Irdia (Annual growth in % based on US$ data)
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Source:The authors’ calculations based on Nassc@irategic Revieywarious issues.
Note: Excludes hardware. FY2007-08 and FY2008-09 datgeovisional.

Figure 3.7 Export and domestic market revenue earnigs of IT-BPO industry in India
(Annual growth in % based on US$ data)
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Post September 2008

The global economic slowdown period from Septen@)8 onwards resulted in uncertainty
regarding how the IT-BPO industry in India wouldfpem. Initially alarmist observers pointed
to risks for collapse in export revenues and profirgins. As the slowdown progressed it caused
instability in market conditions. As of November(@0some of the alarmists concerns had,
however, been tempered significantly. However, érarg the impact, causes and consequences
of the global economic slowdown and the long tenowgh prospects for the IT-BPO sector is
tricky due to the complexity of issues involveds8imilar propositions may emerge depending
on whether trends are measured in dollars, rupegslomes, and in terms of the time horizon
considered (box 3.2).

Although the performance for FY2008-09 was impnesdiy international standards, there was,
indeed a substantial deceleration in the growtbxgrt volumes in the second half of the fiscal
year (RBI 2009 see chapter 2). Total IT-BPO indyséxcluding hardware, revenue earnings
reached US$ 58.8 billion in FY2008-09 compared t8$b62 billion in the previous year.
Revenue grew by 13 percent in the fiscal year 2M8ompared to a CAGR of 33 percent in the
FY2002-03 to FY2007-08 period. Export growth slovaedvn to 15 percent in FY2008-09 while
the domestic market growth rate was 7 percent irdbl&r terms and 31 percent and 21 percent
respectively in Indian rupees If measured in caorstaurrency terms, the IT-BPO industry
(export and domestic market excluding hardwareyvgronvould correspond to about 2 percent
volume growth rate in FY2008-09 (tables and figuakeve and below).

IT-BPO export is projected to grow by only 4-7 partin FY2009-10 in US dollars according to
Nasscom'’s forecast released in July 2009 (Nassdid). While still in the positive territory,
this implies that IT-BPO exports in the period fréddctober 2008 to March 2010 is likely to
register a 15-20 percent drop in annual growthstateat is, if compared to the average for the
FY2003-04 to FY2007-08 period. It would result hetslowest export growth rate which the
industry has experienced the over past two decades.

It should be noted that growth rate of the IT-BR@ustry in India typically is higher if
measured in Indian Rupee terms rather than dolldms. was the case for FY2008-09, a year in
which the rupee depreciated significantly but thpasite occurred in FY2007-68.

While growth rates dropped sharply after Septen2068 if measured in US dollars, the impact
was considerable less if measured in Indian rupsdbe rupee depreciated significantly against
the dollar in FY2008-09. If measured in rupees IFeBexport grew by 31 percent in FY2008-09
compared to 15 percent in FY2007-08 and 32 periceRlY2006-08. The corresponding figure
for the domestic market growth rate was 21 pergehty2008-09, 26 percent in FY2007-08 and
25 percent in FY2006-07. The latter is illustraties fact that the domestic market continued to
growth. IT-BPO, excluding hardware, revenues indbeestic market rose from Rs 470 billion
in FY2007-08 to Rs 570 billion in FY2008-09 andpisjected to reach Rs 650-670 billion in
FY2009-10, the latterepresenting 15-18 percent growth (Nasscom 2008diguares and tables
above and below).

% |In FY2008-09 the average Rs/US$ exchange ratedB&82 compared to 40.24 in FY2007-08 and 45.28 in
FY2006-07 9RBI 2009).
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Table 3.2 IT-BPO industry growth in US$ versus Rs

US$ annual growth (%) Rs annual growth (%)

FY06-07| FYO07-08) FY08-09 FY06-07 FYO07-08 FY08-09
Export Market
IT service 29 28 15 32 14 31
Software products 16 5 10 19 34 25
Engineering 27 2( 12 30 7 28
BPO 33 30 16 37 15 33
Hardware -17 (0 -4( -15 -1n -32
Total export IT-BPO excl. hardware 29 29 15 32 15 113
Total export IT-BPO incl. hardware 28 28 14 31 14 013
Domestic Market
IT service (incl. engineering) 24 43 5 26 7 20
Software products 20 4D 2 23 24 12
Engineering
BPO 20 44 23 23 28 4(
Hardware 23 44 3 26 28 17
Total domestic IT-BPO excl. hardware P2 A2 25 26 21
Total domestic IT-BPO incl. hardware 23 13 26 27 19
IT services (incl. engineering) 28 30 12 31 16 28
Software products 18 45 4 21 29 18
BPO 32 32 17 35 17 34
Hardware 20 41 1 22 25 15
Total IT services, products, 28 32 13 31 17 29
engineering & BPO excl. hardware
Grand Total incl. hardware 26 33 10 29 18 26
Exchange Rate US$/Rs 2 -11 14

Source:Nasscom 2009a and 2009d and the authors’ calensati
Note: FY2007-08 and FY2008-09 data are provisional.
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Box 3.2 Industry heterogeneity, growth cycle lagsral data issues

Examining the impact, causes and consequenceseofjltibal economic slowdown and the long term growth
prospects for the IT-BPO sector is, however, trickge to the complexity of issues involved. The wsial is
complicated by the fact that the IT-BPO industrgxsremely heterogeneous. It is, therefore readertaltlaim that
the IT hardware, IT services and BPO services pabfe should be analyzed as separate industriess, Ahere are
major differences in the scale and scope of operatof companies within IT industry as well as witthe BPO
sectors. Moreover, the analysis of current eventeimpered by at best meager, and at worst neamtadeta. Much
of the impact of the global economic slowdown ia th-BPO sector in India has shown manifestatioly on2009,
that is, at a time for which available data is weaissimilar propositions may emerge depending twethver trendg
are measured in dollars, rupees or volumes, atetims of the time horizon considered.

As a consequence of global economic slowdown ajlegtions for IT-BPO industry growth in India camtied to be
revised at the firm and industry wide level. PiorSeptember 2008, exports of IT-BPO services weogected to
grow by 21-24 percent in FY2008-09 in US dollarspes Nasscom survey results. As of February 209 |th
estimate had been revised to a 16-17 percent gnatetreflecting substantially lower growth in erpearnings in
the second half of FY2008-09, that is, from Octab@®d8 to March 2009 (Nasscom 2009a).

As noted in the introduction weak data is a magsue complicating the task of analyzing the impédhe global
economic development on the IT-BPO industry. Henlzda analysis has to be done with rigor and gt toabe
supplemented with interviews and other informatmensure higher “quality” of analysis.

Nasscom is a key source providing information alioeds in the IT-BPO industry. It data sets amwéwver,
limited to financial year statistics for the indyst it does not publish quarterly or monthly dfdathe industry and
data on revenue earnings by company. Much of tipaamof the crisis that broke out in September 208 is, in
the middle of FY2008-09, has only become manifeshé last quarter of FY2008-09 and thereafter.ddeamalysis
based on FY2008-09 data has limited value for aamyais of the impact of the global economic slowdoyw
Quarterly and monthly data is, however, availabbenf industry equity analyst data (Bloomberg, EdéseKotak,
Reuters-Thomson and others) and trade journals asi@ataquest. An analysis of data from these sswseggests
significant lags and phases (or what can be intaped as a series of inflection points) in terithe affect of the
global slowdown on the IT-BPO sector in India.

The reader needs to be cautioned that some ofttheges in export revenue levels are affected bygdmin
foreign exchange and billing rates in buyer-venttoetracts rather than the volume of work underaRde period
2006-2009 was characterized by major volatilityekthange rates for major currencies such as the th8%uro
and the Pound sterling — all of which impacted ®paogt revenue figures as measured in US$ or InRiapees as
well as the overall competitiveness and profit nresgn the offshoring business. Export volume diatanot
available. Data constructs on revenue per empl@reeincomplete and hence of limited value in terofi
concluding on revenue growth trends. Also, it sddag noted that analysis of trends needs to tdkesiccount thal
one single deal can have a major affect on themess of not only individual firms but also on tb&l revenue, in
terms of geography, business line and the reveaungng of the IT services and BPO industry as aletho

Finally, revenue developments can reflect both migand inorganic growth/reduction. Example of kdter is the
revenue growth of TCS, Wipro, Infosys and HCL Teadlbgies resulting in the rise in their acquisitiohother
firms, notably so in 2008 and 2009.

In conclusion, some of the performance data reptesemporary trends such as volatility in exchaagé billing
rate, lags in decision making and other effect®sthtypes of effects should not be taken as irali€air long term
growth prospects. A rigorous examination needadtute both quantitative and qualitative assessioiethie global
slowdown and how it translates to the Indian cant@rmong other things such an analysis must exarsimogt as
well as long-term developments in ICT demand, reeegrowth, profits and other financial matters,atiity in
foreign exchange and billing rates, the impact @&AVand political and other factors — all of whichfluence the
scale and scope of business operations and decisi&img processes.

Source The author.
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While the IT-BPO service industry in India facedyrsficant slowdown in US dollar export
revenue growth in 2009 there was considerable t@amnian firm level impact. Several firms in
the IT services and BPO exports business expexeflaeor negative growth in the January-
June 2009 period. Moreover, there was a sharpraeciti domestic demand for hardware after
September 2008. The slowdown in the global sourbimginess occurred in several segments of
IT-BPO sector. This was reflected in the contracttad revenue earnings and to a lesser extent
also in the volume of work; the difference betweevenue and volume of works resulting from
a sharp decline in billing rates.

The year 2009 was characterized by deceleratedchuevgrowth and pressure on profit margins
among most Indian and foreign IT-BPO companiesgid — and often even more so for IT-
BPO companies in North America and Europe. Moshdirreduced hiring and some reduced
staff. Also, most firms applied cost cutting maasuby putting a freeze on, or by being very
restrictive, or by even cutting salaries and otfeems of remuneration. While some IT firms
were cash rich, the general credit crunch had fogmit effects on their clients as well as non-
cash rich service providers in the SMEs and starsegment.

Although the immediate response to the global egooslowdown resulted in many clients
cancelled or delayed upgrading of new software ypecodevelopment as well as consulting and
other IT services work, as time progressed manmsfibegan to commit to more work.
Moreover, given the focus on cutting costs in tleamced industrial countries many firms
decided to expand their offshore operations. Itughde noted that most Fortune 500 firms
already have significant experience in offshorifigskervices, business processes and software
product development work to India and hence shaatdquickly if they decide to expand their
offshoring operations (box 3.3).

Hardware and teleconiThere was a sharp dampening in domestic demanéGoand other IT
hardware in the last quarter of 2008 to first fl2009 (MAIT 2009 and Dataquest August 15
2009). As of October 2009 most analysts did noteekm return to significant growth in
hardware sales and exports of services until [zderof 2009 or early 2010. The boom in mobile
telephone services business, however, continuebatee as per data covering the September
2008 to May 2009 period. This is reflected in thember of new mobile telephone subscribers
reaching monthly levels between 11.6 million toeaard level of 15.6 million in the January-
May 2009 period as compared to less than 10 milien month for the July-September 2008
period (TRAI 2009).
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Box 3.3 Phases of global slowdown impact: Septemb2008 to 2010 and beyond

An analysis of the impact of the economic slowdoam the IT-BPO industry shows that it is importaat
distinguish between near and medium term impadbftection points and long term growth trajectori@&me of
the salient features of the period of the globalneenic slowdown can be summarized as follows.

I. The September to December 2008 period was clegized by deceleration in the rate of IT-BPO irtdus
revenue growth both exports and domestic marketd, especially in terms of software products andiware
demand. Overall revenue growth was moderate ing@fmupees and rather flat or even negative foresbrms in
terms of US$, that is, if compared to the previbwe quarters and earlier (Kotak 2009). Most firnspléed
measures to halt any major recruitment. Issuingest major offshoring contracts was by and largedm some
contracts were cancelled, and buyers of IT-BPOisesvheld back on discretionary spending in pagiculhe
effect on maintenance spending was moderate (G&@09b).

II. The January to June 2009 period was charaeérizy instability and considerable uncertainty withme
observers fearing a sharp decline in export reverared profits — a fear that subsequently provedeoan
exaggeration, leaving aside much of the hardwactos@nd software product firms and some smallesdiivices
and BPO firms. Nevertheless, as compared to theedieg quarters employment was no longer growinfgstsas it
used to. In some cases, buyers cancelled contreaesw offshoring agreements were postponed dbedget cuts
Much of the deceleration in revenue growth amongdees in India occurred due to buyers forcing thencut
billing rates. This implied that vendors were regdito deliver the same volume of work but at los@mpensation
levels and hence lower profit margins. There whosyever, also several examples of firms signing néshoring
deals (Gartner 2009b). Most large Indian IT-BP@né showed significantly higher growth in revenue grofits
than expected in the April-June 2009 period (Datatiduly 15 and July 31 2009).

lll. The latter half of 2009 and 2010 is expectecdhtail more stable conditions with a moderatewtindn IT-BPO
industry business volumes followed by a returnitghér growth rates as per equity analyst firm ptgms. Key
assumptions are that worldwide IT spending willtcact in 2009 and then gradually begin to grow agai2010-
2011. Moreover, it assumes that specifically theBAO industry in India and Indian economy generahiyll

recover from the global slowdown earlier than matsters. Also, it assumes that many buyers who liagleyed
contracts as an immediate reaction to the globah@mic crisis no longer can wait committing to neantracts.
This applies to both discretionary and non-disoretry outlays including development work. Moreovre
pressure to cut cost as well as the maturing ctiexj as well new offshoring applications implieattmany clients
may consider expanding the scale and scope ofdfshoring.

Source:The author.

Explaining growth resilience

In conclusion, much of the IT-BPO industry — nothgtanding significant variation by type of
firm and business segment has shown strong perfmenas per revenue growth and profit

—

margins if compared to the IT-BPO sector in advdnioelustrial economies, the latter being a

case in which many both smaller and larger firmsdslly faced significant decline in revenue
earnings (OECD 2009e). Nevertheless, the IT-BPQustigt in India faced a deceleration in
business volume growth in the October 2008 to RO®O period. Growth rates in export US

dollar revenue earnings declined to 15 percentyia®8-09 compared to a CAGR of 33 percent

in the FY2002-03 to FY2007-08 period. Much of thdustry, however, proved to be resilient
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illustrated by the fact that most large IT servieesl BPO firms in India recorded substantial
growth in revenue earnings and profits in the lggmt of 2008 as well as the first half of 2009.



Also they appear to be well positioned to contitug@erform soundly in the reminder of 2009
and in 2010 (Dataquest July 15, July 31 and Aufjas2009).

Favorable exchange rate development was one ftbrhelped Indian firms’ export earning
position in FY2008-09. The depreciation of the ripgainst the dollar in 2008 helped to boost
the competitiveness of the IT-BPO companies. lutdhchowever, be noted that this advantage
was temporary and partly offset by rises in waged ather costs in the Indian economy,
although the global slowdown also resulted in ITEBfrms in India implementing cost cutting
programs.

The primary reasons for the comparatively robustopmance of the IT-BPO industry are,
however, to be sought in fundamental and structasglects rather than shorter term cyclical
swings in global IT spending or exchange rates. &gort IT-BPO industry in India has also
done well during the time when the rupee apprediatéost large IT-BPO firms operating in
India are relatively cash rich and have are lepedéent on external finance if compared to what
is typical in the manufacturing industry for examphlso some of their services, maintenance of
existing systems for example are less cyclicaleirms of demand. This and other dimensions
point to more long term structural factors driviggpwth. The continued comparatively strong
performance — seen even at a time when global éhdipg growth is declining as it did in 2009
and 2001 — points to the strong appeal that offegasf IT-BPO services has not only in times
of high economic growth and but also when thergidespread international recession.

As in the past, the primary fundamental basis e comparatively robust performance of the
IT-related export industry in India after SeptemB@08 continued to be the external demand
pull (notwithstanding with lags and with demand laeeg in some niches) coupled with a swift
supply response from vendors with operations imalnsllore generally, the resilience of trade in
IT-BPO services can be explained by the fact thathmof the IT-BPO sector is a sunrise
industry in which offshoring is a key componentsd| the industry includes services such as
maintenance of existing systems for which it isdhtar reduce spending. The demand for many
types of IT-BPO services is typically less elastici.e. less responsive to fluctuations in
economic growth cycles — than what is the casesédtware products and hardware software
services.

Another aspect — a development in part resultimgnfithe global economic slowdown from
September 2008 onwards — was that many firms weleeta sustain, and in some cases even
increase profit margins, as they applied speciahsuees to cut cost and in some cases also
managed to increase the overall business volumag®009. Also, the global slowdown
accelerated a trend from the mid 2000s wherebysfiimindia shifted more work offshore to
India rather than conducting it onsite oversgas.

2" The share of Indian IT firms’ onsite work (workrdad out outside India) compared to that of ofigh@vork

done in India) work peaked in the around 2006-@&rafhich it declined. Moreover, the trends towardeclining

share for offshore work accelerated for almostrallan IT firm in the period October to June 208&tak 2009). In
part, this can be traced to the effect relatindhe depreciation of the rupee against the dollaFY2008-09. It
should, however, be noted that this potential athgenwas temporary and partly offset by sharp iiisegages and
other costs in the Indian economy.
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Furthermore, as of the late 2000s, the IT industrindia was considerably stronger in terms of
the scale and scope of its operations than it leah In the past. It now included large and cash
rich firms (Indian and foreign) that were capablélding for large contracts and investing in
efforts to move up the value added chain, diversifg new verticals and countries. Also, the
domestic market was now considerably more sizehhle it was in the past.

3.4 Industrial organization and firm level growth
Industry structure and growth: Foreign and Indianifms

India’s increasingly central role in the global ketplace for IT-BPO services is manifest in
several dimensions. First, the expanding role dfan companies is demonstrated by the rapid
growth of Indian services provider subsidiaries ldwrde. Indian firms could potentially rival
major US and European IT companies on a worldwidsish but they have to undergone
considerable transformation before they can matefjomUS and European IT companies in
their size of revenue and leadership in innovat®stondly, foreign subsidiaries are increasingly
using India extensively as one of the principalesafor several markets on a regional and
worldwide basis. Finally, the pivotal role of India the global economy is manifest in the
prominent role that members of the Indian Diasgma in the IT and other knowledge-based
sectors in North America, the United Kingdom arskelhere (Mitra 2007a and 2009c).

Indian IT services firms, and lately also the BRfatar, has proved to be innovative in design
and implementation of their business models — ffe#hore service delivery model being a prime
example. The Indian IT services and BPO companiesgeowing rapidly but they are still
lagging behind major foreign MNCs in worldwide sabnd even more so in terms of providing
leadership in cutting edge technological innovatibime gap between foreign and Indian firms is,
however, gradually narrowing down.

The proliferation of strategic alliance and mulitiegtional acquisitions by companies imply that
the IT-BPO industry in India (as well as other coi@s) is becoming increasingly integrated
within the global industrial organization conteXthis development implies a high degree of
subcontracting and modularization of work withinuntries and across borders in which
strategic alliances and other networks play a pmentirole. The boundaries between nations and
companies are becoming increasingly blurred. Hemagional industrial development and
corporate strategies need to transcend beyondidudilfirms and national constructs (Mitra
2009x).

Nasscom has summarized industrial organizationldpreents in the IT-BPO sector in India as

follows:
“Large local players have steadily grown in sizel acope and are now regularly competing with tlobal
incumbents. They have client specific service modaid form an integral part of the customer’s dsliv
chain. These players have scaled up rapidly, gpwdrganically and inorganically, taking on complex
contracts to match the growing demand for globata@ag of IT-BPO services.

Foreign providers, both captive as well as thirdtypaaccount for over 30 percent of the market.gear

multinational players have rapidly built their ladilelivery centers and in some cases over 60 peoé¢neir
global resources are based in India, reiteratiegytiality of India’s knowledge pool.
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Foreign captives form a large component of the Bi@ Engineering Services segment. Most parents of
captive organizations expect them to deliver vaddegond labor arbitrage, focus on business andegiiat
objectives, and drive end-to-end value creatiomeigo captives have grown both in terms of sereiferings

and headcount and contribute to the developmeatgbdbal skill base in the country.

The large integrated players including Indian anbl@icompanies have built critical vertical capalabt
domain skills and scale. These players accountecbfer 47-48 percent of industry export revenues in
FY2008. They also employ around 35 percent of tlekferce, with average employee strength of over
40,000 in FY2008, with some companies having a feode of over 100,000. With their global service
delivery capabilities and presence in over 60 coesmitthese companies are well placed to increasden
share.

The midsized players, with revenues between USD rdidon - 1 billion, accounted for over a third tfie
export market in FY2008, and employed about 34exerof the total workforce. MNC third parties araptives
constitute around 30 percent of this market. Lalggrers are facing competition from the midsizealypts in
terms of delivery strategy, pricing, type of sabmtias the customers have more choices now, hoveeterhave
significantly grown India’s share in the offshoripig).

Emerging players include a mix of Indian comparied niche foreign captives, with a dominance afitiparty
players. They generated 7-8 percent of export ige®nand employed 14 percent of total workforcEYi2008.
The industry has a pyramid structure with a largeber of players (over 3,500) at the bottom. Thaskide
small companies offering products and servicesstad-ups who are into product development. Manthete
companies are a hot bed of innovation and potefutiate growth for the sector” (Nasscom 2009a).

Indian firms continue to dominate the IT servicadustry in India. Their revenue earnings
accounted for about 64.5 percent of the IT indug60 largest software, services and hardware
firms) in India in 2009 compared to 35.3 percemtféweign firms. Also, it should be noted that
the top 20 companies (Indian and foreign) accoufied4 percent of the IT industry revenue
earnings in 2009 (figures 3.8 and 3.9) (Dataqualgt1b 2009).

Figure 3.8 IT industry revenue by size of firm Figure 3.9 IT industry revenue by ownership
(% share of total IT industry including hardware) (% share of total IT industry including hardware)
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Source:Dataquest July 13, 2009. Source:Dataquest July 13, 2009.
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Companies of Indian originMajor Indian IT service provider companies such Tea
Consultancy Services (TCS), Wipro, Infosys Techgms, HCL Technologies and Tech
Mahindra have incessantly built up their efforts égpand the scale and scope of their
international business. They have continued to meagheir operations in North America in the
2000s and even more so in relatively uncharted etsrkuch as the continental Europe, East
Asia and other regions. The growth of Indian ITm& has mostly been organic rather than
through acquisitions of other firms, that is, inmmg growth, although the latter is gaining
importance for the larger firms.

Indian firms have been active in forming strategliances with major American IT companies
since the 1990s. Subsequently, they have alsor@ac8MESs in the United States and elsewhere.
A major example of the latter is HCL Technologiasguisition of Axon in the United Kingdom,

a deal finalized in 2008 which is expected to dsliground 15 percent revenue growth for HCL
TechnologiesThroughout 2008 and 2009 Indian IT majors suchrdgsys and Wipro have
intensified their efforts to acquire IT-BPO firmeeérnationally.

Tech Mahindra is recent a major example of an mdfafirm in which much of the growth has
been inorganic, that is, through two major acquisg, first British Telecom’s India operations
and then Satyam. Another major example of inorgammnth was TCS acquiring Citibank
services.

Compared to subsidiaries of foreign MNCs (Ciscot&ys, IBM and others) most Indian IT
majors (Infosys Technologies, for example) havenprily focused on expansion internationally
rather than in the local market. The principal omasor the Indian firms’ focus on external
markets has been the greater scale and scope pangrn and the higher billing rates in the
global market place as compared to the domestikehar

Companies of foreign origirf-oreign companies played a major direct and intirele in the
expansion of the IT-BPO industry in India. They édaxpanded the scale and scope of their
operations in India substantively from the 19908 anwards. The introduction of a more liberal
foreign investment and trade regime from the 1&805 onwards has been followed by a major
expansion of foreign investment and strategic radkes activity in the ICT-related sectors.
Foreign companies have played a major role in t@dgy transfer and in gaining access to
international markets.

Larger foreign subsidiaries in India have typicdiygused both on the domestic market as well
as on export of IT software & services and BPO frowtia. The focus on the Indian domestic
market typically entails both the domestic markedper and in terms of subcontracting work
from external markets to Indian companies in Indidoreover, foreign IT majors have
progressively made India a main element of thewbgl supply chain of services and
subsequently also of product development. ForeidiC8l such as IBM and Accenture have
quickly adopted the “Indian” offshoring model. Fgie MNCs have some advantages over
Indian firms in terms of the scale and scope oir twerldwide operations. They have especially
strong global networks with local market access ardrge stock of existing clients and also
onsite service delivery capacity in all countries.
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Companies like IBM have gone through several phateagagement with India: from its initial
focus on the domestic market, being taken overhbylhdian government, and then reentering
with a focus on both domestic and external markdétsvever, as of the 2000s several foreign IT
services subsidiaries in India have generated robsheir revenues and profits from export
rather than from sales in the domestic markethén2000s Accenture and IBM, just to name the
largest players, had “adopted the Indian globat@ng model” an a wide scale in order to use
India as one of their principal platforms to detigervices on a worldwide basis. Also, India in
the 2000s has emerged as a major global R&D cdateforeign MNCs (Mitra 2007a and
2009c).

Post September 2008

Overall developmentMajor IT services and BPO companies continuecepmrt strong balance
sheets despite the global economic slowdown fromteBeber 2009 onwards. Amidst a
depreciation of the rupee against the US dollareisé major IT-BPO companies have seen a
significant rise in rupee revenues in FY2008-09 andchore modest rise if measured in US
dollar?® While expectations of revenue earnings and pradits high compared to other
industries, it is hard to make a credible foredasfFY2009-10 and FY2010-11 due to uncertain
external demand and exchange rate. According tdyegnalyst projections, some firms could
experience a significant contraction in their bass volumes while others may expand
considerablé’

As of mid 2009 it was too early to draw conclusi@a®ut the impact that the global slowdown
would have in terms of changes in industrial orgamon. As in the case of other major
economic downturns, it is likely to manifest in @ftcant change in industrial consolidation
including M&A. Moreover, it has already resultedmost companies intensifying efforts to cut
cost and diversify their business into promisinggarinternationally. Also, as noted above many
companies shifted more work from onsite to offsheites. Moreover, the global slowdown
resulted in both foreign and Indian companies gaygortance to the domestic market.

Impact on IT services, software products and haréwaiches.The global downturn from
September 2008 onwards had different impacts depgndn the type of firm. Indian
subsidiaries of hardware firm such as Hewlett Patkad Cisco Systems and software product
companies such as Oracle and Microsoft experiemcdg marginal growth in rupees and a
decline in terms of US dollars. Most IT servicesn, including the five largest IT services

2 The combined revenue growth of the top four IndiBirfirms - TCS, Wipro, Infosys, and HCL Technolesi-
was 15 percent for the quarter the ended in MaffI®2The cumulative profit for the four firms stoatiRs 38,400
million for the quarter ending March 2009, a gainl8.6 percent over the same period last year. griraary
contributors to the growth were Infosys and Wigrdosys outperformed other India IT majors bothtba front of
revenue and profit growth in the fourth quarterFdf2008-09. Revenue and profit grew by 25 and 33 gy
respectively. TCS too posted gains. HCL technokdiewever, withessed a 17 percent drop in revdtsiforeign
exchange loss stood at Rs 2,010 million. On an a@nperformance basis, while Wipro gained 44 perderits
revenues, Infosys emerged as the maximum gainerdfits with a 30 percent growth in profit durin@@-09
against that recorded in 2007-08 (Hindustan Ting£93).

% As of mid 2009 forecasts by equity analyst firhewed that most Indian and foreign IT majors inidnate likely
to have only moderate changes revenue earningsi@Ue& valued) for July to December 2009 period.ciwf this
is likely to result from decline in billing ratesther than fall in work volume (Bloomberg, Kotakstitutional
Equities Research, Reuters, SBI Capital Secutiesothers).
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firms (TCS, Wipro, Infosys, IBM India and Cognizamechnology Solutions) did, however
continue to record high growth in FY2008-09 and thyoslso in the first quarters of FY2009-10.
The fact that the rate of growth in FY2008-09 wamisicantly lower if measured in dollars as
compared to Rs reflects the impact of the deprieciatf the Rs in that fiscal year (table 3.3).

A special significant feature was that almost adljon Indian IT service export companies did
well despite the fact there they were heavily depeh on the United States and United
Kingdom and the banking and financial servicesmdatthese countries. Companies like Wipro
and Polaris had major business with clients likéarhan Brothers, AIG or Citibank — that is
firms that defaulted after the September 2008<riéet Wipro for example recorded substantial
revenue growth even after September 2008. The slawdn business from some clients was
more offset by increase in business from othentdi¢Dataquest July 15 2009).

The ITeS-BPO industry differs from that of IT softe and services. Firstly, it is a very young
industry in India. It began to get noticed arour®®8 after which it has grown even faster than
the IT software and services Industry. India quickstablished itself as the industry leader in
offshoring of business processes to developing tti@sn From the later part of the 2000s it also
began to face more significant competition from Balippines and other developing countries.
Secondly, the BPO sector is even more diverse thanlT services industry and it is also
perhaps even more dynamic in terms of the extemtioh new business niches have opened up
in the 2000s and are expected to open up in the201

The BPO industry has experienced hyper-growth sinedate 1990s and it continued to growth
in the global economic slowdown, although at a lowage than in previous years. Revenue
earnings of the 20 largest BPO companies in Incbavdpy 30 percent in FY2008-09 if measured
in rupees, that is, a significant acceleration frdra growth rate of 17 percent FY2007-08.
However, in dollar terms growth was only 13 percentFY2008-09 (a year with rupee

depreciation) as compared with a high of 31 in RY208 (a year with rupee appreciation)
(table 3.4).

Small versus large firmgt is hard to draw conclusions regarding the impzEcthe September
2008 global slowdown on large versus smaller IT-Bi*@s in India, as they are so diverse in
terms of type of business, clients, cash, profigrgims, need for credit and other financial
positioning.

As noted above larger IT services and BPO firmsrehaontinued to show rapid growth

throughout the 2000s, that is, even in years wheridwide IT spending declined as it did in

2001 and 2009. This applies to both Indian firmd &reign subsidiaries in India. They have
become used to very rapid growth in revenues,istaéind high profit margins. It can be argued
that this has been an extraordinarily good sitma#ind that they eventually will have to accept
low growth in revenue and profits.

The small and medium enterprises (SME) sector ssexpanded rapidly since the 1990s but
many firms in this sector appeared more vulneréblgwings in the business cycle. The main
concern for many SMEs in a slowdown period has kbenclassic issue of how to survive,

whereas the main issue for larger firms has beeeappraise.
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Large sections of the SME sector have been hitendryl the global economic slowdown from
September 2008 onwards if compared to the largeselVices and BPO firms. This fact can be
traced to a number of characteristics. SMEs terftht@ fewer clients and business niches while
larger firms are more diverse and hence less valther Also, many SMEs dependent highly on
application development niches with a degree afrdigonary IT spending which had to cut back
during the global slowdown. Moreover, the finangaskition of SME tends to be highly exposed
to volatility when there are short term fluctuagan revenue earnings and exchange rates and in
terms of the access to finance. Unless they ate reets, they may need to survive long periods
of losses and need to invest aggressively in tigiahd new business lines.

Table 3.3 Revenue earnings for top 20 IT companieldia (Annual growth Rs and US$)

Revenues in Rs Rs annual growth(%) | Revenues in US$ US$ annual growth (%)
billion million

Rank | Company 2007-08 | 2008-09| 2007-08 2008-09 2087-0 2008-09 2007-08 2008-09
1 TCS 212 259 21 23 5,27p 5,639 B6 7
2 Wipro 169 239 217, 41 4,196 5,201 43 P4
3 Infosys Technologies 155 204 17 B1 3,860 4,441 32 15
4 Hewlett-Packard India 155 158 30 2 3,840 3,433 46 -11
5 IBM India 101 120 23 19 2,510 2,624 38 5
6 Cognizant Technology 63 94 38 49 1,568 2,049 556 31

Solutions
7 Ingram Micro 86 94 25 g 2,14p 2,046 41 -4
8 HCL Technologies 62 8 26 M 1,541 1,909 42 24
9 HCL Infosystems 51 8] 44 6p 1,257 1,762 62 40
10 Redington India 63 66 25 b 1,561 1,432 41 -8
11 Cisco Systems 58 6[L 32 4 1,451 1,325 49 -9
12 Oracle India 58 60 22 B 1,443 1,298 B7 10
13 Intel India 43 47 15 g 1,071 1,023 29 -4
14 Accenture 38 44 ney 16 944 958 new
15 SAP India 33 43 84 38 810 941 107 L6
16 Dell India 32 43 62 32 8038 929 82 16
17 Tech Mahindra 36 42 25 15 904 94 U1 1
18 Microsoft India 33 33 24 ] 811 718 42 -11
19 MphasiS 19 32 4( 69 467 691 h8 18
20 Patni Computer Systems 26 BO -3 17 638 556 9 3

Total 1,493 1,836 29 23 37,090 39,9{1&7 16 8

SourceDataquest July 15 2009.
Note: Includes IT software & services and hardware cargm “New” refers to data previously not listedDataquest’s annual
ranking.
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Table 3.4 Revenue earnings for top 20 BPO companjdadia (Annual growth Rs and US$)

Revenues in Rs billion Rs annual growth %) | Revenwgen US$ million | US$ annual growth (%)

Rank | Company 2007-08| 2008-04 2007-08 2008-p9 208710 2008-09 2007-08 2008-0p
1 Genpact 26.59 40.86 20 5 661 890 35 35
2 TCS BPO 13.84 18.1Y 3P 31 344 3p6 56 15
3 WNS Global Services 11.71 17.81 18 52 291 B88 33 33
4 Wipro BPO 11.47 16.41 28 43 285 357 38 25
5 Firstsource Solutions 11.64 15\6 16 B4 289 B40 64 17
6 Aegis BPO 8.51 15.58 16 83 211 389 B1 60
7 IBM Daksh 12.92 14.85 g 15 321 323 P3 1
8 Infosys BPO 9.77 14.71 46 51 243 3p0 64 32
9 Aditya Birla Minacs 15.63 14.3 B - 388 311 16 oL
10 HCL BPO 8.8 10.77 18 2p 219 235 B3 7
11 Accenture India 8.41 10.58 7 25 2010 230 43 9
12 EXL Service 7.7 8.67 22 1B 191 189 B7 -1
13 Cambridge Solution 8.9y 8.19 -10 9 2p3 178 1 0|2
14 Convergys Solutions 8.78 8.16 2 7 2118 178 15 9 |-1
15 Intelnet Global 6.57 7.4Y 128 14 163 163 157 0
16 Hinduja Global Solutiong 5.68 6.61 65 16 141 144 86 2
17 24/7 Customers 4.0p 6.24 17 b4 101 136 32 35
18 Mphasis BPO 4.2 5.71 23 33 106 124 38 17
19 vCustomer 4.02 4.28 B 5 100 h2 16 -8
20 Syntel KPO 2.2 3.3 95 5D 55 12 119 B1

Total 191.63 248.22, 17 3 476p 5405 B2 14

Source:Dataquest July 31 2009.

3.5 Transformation across the value added chain

As noted above the IT-BPO industry in India divieesi into new services areas many of which
are at the lower end of the value added chain.,Als$s expanding more gradually in higher end
services, software products, engineering servindskaowledge process outsourcing (KPO).

Revenue earning per employee could provide a bpozidre of to what extent the industry has
moved up the value added chain. An analysis bagsetthie crude measure shows that revenue
per employee has increased only slowly in the 198t% the 2000s, that is, if measures in
constant prices in dollar or rupee terms. This thmts not, however, imply that the industry is
slow in moving up the value chain — there are idde@any examples of this such as MNCs
offshoring of R&D to India etc (Mitra 2007a).

The fact that the industry average for remuneras@ary/output level is rising only moderately

does not imply little expansion at the higher endtead it reflects the fact that both the IT and
BPO industry, and the latter in particular, havpanded both at the lower and higher end (figure
3.10).
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Figure 3.10 Tl services and BPO industry in India:Revenue per employe@JS$ current prices)
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SourcesAuthors’ calculations based on NasscstrategicReview2009and earlier issues.

Note: Data excluding hardware. Domestic market refei¥ @nd BPO services. FY2008-09 is estimate.
Sharp rise employee-revenue ratio for IT serviegsws BPO revenue during the 2004 to 2009 period
can be traced to a number of factors such asgrggwernment salaries and the fact that the avergge
for employ is higher in IT services compared to BPO

3.6 Employment and remuneration
Prior to September 2008

Over the past decades, the IT based services sauenged from a minor to a major source of
employment opportunities for urban young Indianthwaigher education. In the period FY2001-
02 to FY2007-08, direct employment in the IT-BP@ustry increased from about 552,000 to
two millions, that is, a CAGR of over 25 percenheTgrowth has been rapid in all segments of
the IT-BPO service industry and both in the expadswell as the domestic market business.
However, employment growth is predominant in thpaek sector with growth in BPO industry
employment being particularly high in the 2000se ®nnual rate of growth of employment in
the domestic sector has persistently been significdower than in exports as far back as the
1980s (table 3.5 and 3.6).

The strong demand for manpower for the IT-BPO itgusesulted in shortages in skilled and
experienced technical and managerial human resauAdso, the industry has suffered from
high rates of attrition. This situation has fuekedapid rise in wages, especially in the period
2002-2008. On an average, wage levels in the exgagrtnent has been more than double than
that of the domestic market segment, one primaagae being the higher billing rates in the
export business.

Post September 2008

The global downturn from September 2008 onwardskiyiialtered the job market situation in
the IT based industry in most countries. Internally, the crisis brought about changes in the
demand for, access to, and competition for skilethan resources within and across countries.
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The global slowdown resulted in a freeze on hiramgl in some cases also reduction of staff
among IT firms and in terms of in-house IT funcBoamong end users. This has been so
especially in advanced industrial economies and,lesser extent, in countries like India.

In India the net employment in the IT-BPO sectantoaued to grow in 2008 and 2009 although
at a lower phase than in preceding yé&Bhe global slowdown resulted in a marked reduction
in the demand for human resources. Many compaunigsgiled new hiring but honored job offers
that had been given prior to September 2008. Miostdjors introduced rationalization schemes,
including performance assessments, resulting iplpdosing their jobs — something which was
very unusual in the past. Especially, entry levaffdost jobs or were enticed to stay but only
under the conditions that they accepted pay cutker® sat “on the bench” or underwent
training. Also, companies sought to reduce wageauraration and increase productivity of their
staff.

Many IT and BPO firms did, however, continue toehialthough at a low pace compared to
previous years. Data for the period from Septen2®®8 to March 2009 covering 11 large IT
services firms in India show a net increase in @ypent, that is, new hiring minus reductions,
although are at significantly lower levels thar206 and 2007 (Kotak 2009).

% There was a slowdown in demand for human resowtaeting in 2008 and the first half of 2009. Prignanpact
of this trend was in major cities as they are thainmcenters offering IT-BPO industry related empheynt
opportunities. The direct impact of the slowdowrthie IT-BPO industry on the rural areas and the gegments of
the society have not been significant.
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Table 3.5 IT-BPO industry employment, India

| FY2001-02] FY2002-03[  FY2003-04  FY2004-05 FY2005-06FY2006-07 | FY2007-88]  FY2008-04

Number of employees

IT & Services Exports 170,00p 205,000 296,000 0,390 513,000 690,00 860,000 922,000

BPO Exports 106,00 180,040 216,0p0 316,000 0015 553,000 700,00 786,000
Subtotal IT-BPO exporty 276,000 385,000 512,000 , 0B 928,000 1,243,000 1,560,000 1,708,000
Domestic Market IT- 246,250 285,000 318,00D 352,000 365,900 378,000 ,0880 500,000
BPO
Grand Total 522,250 670,000 830,00p 1,058,000 1,298 1,621,000 2,010,00p 2,208,000
Employment (% share)

IT & Services Exports 32.4 30.p6 35}7 34.9 39.7 2.64] 42.8 41.8

BPO Exports 20.3 26.9 260 2919 321 34.1 34.8 5.6
Subtotal: IT-BPO 52.8 575 61.7] 66.7 71.8 767 77.6 1.4
exports
Domestic Market IT- 47.2 425 38.3 33.3 28.p 233 224 22.6
BPO
CAGR (%)

IT & Services Exports 20.4 44 4 31}8 315 34.5 24.6 7.2

BPO Exports 69.4 20.0 4613 313 33.3 26.6 12.3
Subtotal: IT-BPO 39.5 33.0 379 31.4 33.p 25(5 9.5
exports
Domestic Market IT- 15.7 11.6 10.7] 3.7 3. 190 111
BPO
Grand Total 28.3 239 27.5 22.7 25.4 2410 99

SourcesNassconStrategic Review 2008nd earlier issues and Nasscom 2009d and therautldculations of shares and growth rates
Note: Data excluding hardware and refer to end of figeaks. Domestic market refers to IT and BPO sesvic

Figure 3.11 IT and BPO service export industry empyment, India (Number of employees)
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3.7 Profit margins, market capitalization and finarcing

Indian IT majors have long operated with large profargins and have benefitted from rapid
rise in equity market valuations. Stock valuatioofs Indian IT-BPO firms have become
increasingly volatile after the global financialsis in September 2008. As in other countries and
sector the market fell sharply after September &mel recovery was characterized by
uncertainty’® Some firms were cash rich prior to September 2808 were, therefore, well-
positioned to confront the new situation in whiblere was compression of revenue growth and a
tougher credit market.

As noted above the most IT-BPO service firms indrmbntinued to grow in the last half of 2008
and in 2009, that is, leaving aside the hardwactoseThe market did, however, perceive that
the global economic downturn would result in comspien in sales volumes, cancellation of
contracts and lowering of billing rates. All of shwas expected to lead to pressures on profit
margins for many export-oriented firms, althoughhwags. Some of this did, indeed, occur but
most major IT-BPO firm were able to sustain sigwfit revenue growth and profit margins
(Dataquest July 15, 2009).

The global financial crisis and economic slowdovad short as well as long term implications
for access to venture capital, equity and othercssuof finance, thereby influencing investment
decisions to expand access to and use of IT-BPBeitocal economy as well as the scale and
scope for global and domestic sourcing operatidime credit crunch, the volatility in stock
markets and the sharp downturn in the venture aajitlustry have all impacted the IT-BPO
industry.

The second half of 2009 was characterized by anga$ credit market conditions. The Indian
stock market experienced a major bull market intmpast of the March to September 2009
period. During this time the Indian stock marketluding Indian IT-BPO firms stocks,
outperformed the market if compared to all othefomaconomies. The surge in the stock
market \é\éas, however, so sharp that most analygiscsxd a correction in during the last quarter
of 2009:

31 There was also a general drop in share pricess@ib sectors even before September 2008, espduimiause
foreign investors reverted to cash-in on the psdfitat were made in the bull market under the pngsion that
India’s stocks had risen to unsustainably highlkeve

%2 |ndia’s Bombay Stock Exchange Sensitive Index §88hbenchmark index fell by 6.3 percent in the thaf
October 2009 but the index was still up still up@®ypercent for the year of 2009.
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Table 3.6 India Venture capital/equity industry yealy investment, India (US$ million)
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3.8 Governance, shocks and risks

The wide ranging economic implications of the globeonomic slowdown coupled with the
corporate fraud scandals and terrorist eventsdraland elsewhere have highlighted the need to
be able to handle shocks and risks in the buseredpolicy environment.

Corporate governance and the Satyam fraud case

In addition to the global financial crisis shocksgdia was exposed to two other major crises in
FY2009; one was the Satyam corporate scandal andettond, the Mumbai and other terrorist
attacks.

Satyam Computer Services — a major IT back offexgise provider to Fortune 500 companies
in the United States — was the first example argé Indian IT firm in which its Chairman and
top managers were guilty of fraud as they had taetpevith accounts on a big scale. This
scandal was revealed on January 7, 2009 when tnpaty’s chairman Mr. Ramalinga Raju,
confessed that he had been engaged in fraudulewitias. This incident received considerable
attention in India and other countries, especisihce it was the first time that it was revealed
that a large Indian IT firm had been involved imajor fraud. While corporate governance
traditionally has been a mixed bag in India, the d@&ctor had prided itself on having
extraordinarily high accountability and transpasestandards.

The Indian Government and corporate sectors aetdtysto make sure that the Satyam crisis
was handled well. Within 48 hours the governmerd h@ervened in partnership with the
corporate sector. There was a very rapid and @feecesponse resulting in the change in board
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and executive management to ensure that the conglidnyot collapse. This was followed by
extensive investigation, prosecution of personslved and actions to sell to the firm. In April
2009 Tech Mahindra, a joint venture between theiMirh & Mahindra industrial conglomerate
and British Telecom, won the bid to take over Saty8ubsequently the new entity was renamed
Mahindra Satyam.

In short, the Satyam fraud case was successfullylved. The government and the corporate
sectors, including industry associations, handleel ¢ase swiftly and effectively. With the
takeover by Mahindra most staff could retain thelss and most clients were able to retain
service arrangements.

Nevertheless, the Satyam crisis served as a warsigngal. It resulted in the government,
including industry associations & federations arttieo entities intensifying their measures
aimed at better and generally more ethical corpogavernance. While stirring up considerable
publicity it currently appears as if the Satyanuftacase alone is unlikely to have a major effect
on the growth prospects of the IT-BPO industryndid. It does, however, imply the corporate
and auditing firms in India are likely to apply meorigors in corporate financial management.
Also, it pointed to longstanding issues of weakass¥ corporate governance across all sectors
in the Indian economy, issues relating to financng volatility in stock market and excessive
and short sighted speculation in real estate amel sectors.

Political stability and security issues

India has a long history of dealing with politicald other security issues. The threat of terrorist
attacks appears to be growing but is unlikely taseaany major damage to the country’s overall
political stability. Hence, it is also likely to %@ a major effect on the growth prospects for the
IT-BPO or other industries in the country in theegeeable future. Also, there is no major threat
in terms of destabilizing trade union activity. T&ere, however, other concerns which could
have a major and direct effect on the IT-BPO industamely, cyber security issues and risks
for major technological disruptions in ICT systeims$ndia or internationally.

Uncertainty regarding global markets, macroeconontanditions and corporate responses

The global financial crisis in September 2008 cduaemajor shock not only to the financial
markets but it also brought about immediate as a&llong term uncertainty regarding global
economic growth and trade. In addition to the imiaed effects of demand compression in
major industrial countries, the global economicw&lown resulted in renewed volatility and
uncertainty regarding exchange rates, credit, stoekket evaluations and other financial
macroeconomic conditions. Risks for a sharp falivalue of the US dollar, or other major
disruptions in the global economy point to the pumbt/ that the world economy could
encounter several rounds of crisis in the nextg/aarwas the case during the great depression in
the 1930s.

The rise of protectionist pressures was anothesemurence of the global economic downturn.
Fears began to mount that the United States andpEan Union (EU) members would apply
protectionist measures that would seriously hantiperoffshoring business. The United States
has severely limited the scope of H1B visas prognmarterms of number of visa issued and
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requirements to qualify (the work permit visa fregtly used by technical and other
professionals from India and other countries). Mes, the Congress is currently considering
changes in its taxation legislation which would ueel the incentives for US companies to
offshore services. However, it is too early to dade that these or other measures would have
major consequences on the global offshoring busir@se of the means that Indian firms could
apply in terms of countering major protectionisttsment would be to continue to expand their
hiring and acquisition of other firms in the Unit&tates. American IT firms which now have
strong vested interests in the global distribudiT-BPO operations and therefore are able to
recruit foreign technical expertise to work in taited States, have to also continually oppose
protectionist measures. Nevertheless, protectidamstencies — as well as volatility in demand,
exchange and billing rates, financial market aretotonditions — are all poised to be issues that
the IT-BPO industry will have to live within therieseeable future.

In terms of the domestic economic situation in dndine central issue emanating from the global
economic slowdown was the uncertainty regarding ekiion demand cycles for IT-BPO and
other sectors. On the positive side it should edthat inflation and interest rates fell aftes th
global economic slowdown manifested itself. Proldesuch as major shortage of skilled
manpower, high wage inflation, grave physical isfracture bottlenecks, fast growing
companies finding it difficult to maintain qualistandards and other contractual obligations, etc
remain serious concerns. The acute nature of gheddems has, however, been dampened by
the moderation in IT-BPO and other industrial giowhat resulted from the global economic
slowdown.

Uncertainly regarding the strength and duration glabal economic slowdown recovery had
reduced significantly but continued to linger adNaivember 2009. The months prior to October
2009 there was a major worldwide surge in stockketar India being a prime example. Also,
IMF and other financial institutions and marketihgence firms revised their projections world
GDP, foreign trade and IT spending growth. This wallected in more stable demand
conditions for IT-BPO firms in India.

The global slowdown recovery phase was, howevegaated with rising concern that the IT-
BPO industry would once again face high rates ajeMaflation and other rising costs. Industry
analyst pointed to risks for sharp rise in the dse as the recovery from the global economic
slowdown ensures. The experiences from previous@u slowdowns show considerable risks
for wage inflation in the IT-BPO industry when demdapicks up. Also, many cost-cutting
measures typically are reversed when demand pigks$nuaddition, appreciation of the Indian
rupee could erode costing advantages especiatheitdS market. An appreciation of the rupee
is likely to result in lower profit margins for th&-BPO industry in India.

Furthermore, industry analysts have raised thetmureas to what extent the Indian IT industry’s
major firms adjustment to the global economic slowd was a pyrrhic victory. They are
concerned about vendors’ excessive attention awod-sighted focus on profit margins. As
demand recovery become unknown, the focus of Infiiers shifted more obsessively towards
defending their profit margin position, with redect in salary costs being the principal
instrument. While often justifiable this was, hawe coupled with insufficient efforts on
making investments required for long term growth.

71



The dot-com investment bubble slowdown in the e2000s saw Indian vendors accepting
lower profit margin but it also entailed vendorsesting in newer services like ERP, BPO and
testing in European markets which enabled themroovgapidly in the recovery period and
beyond. Achieving growth rates between 10-20 péréanindian IT firms will require rapid
expansion not only in newer geographies but als® service lines to tide over the declining
growth and market-shares in older services. Atdamme time, Indian vendors need to invest
more in consulting, higher end BPO infrastructom@nagement services (IMS) capabilities and
to make larger deals — US$ 100 million and more -eommon occurrence (CSLA, 1 April
2009).

Dependency on few markets and business segments

Furthermore, the global economic slowdown demotestraisks associated with being heavily

dependent on few markets and business segment&lynéime United States and the United

Kingdom and the banking and financial services stiguin these two countries. Hence, it is not
surprising that the effects of the global econostawvdown have resulted in intensified efforts

by the IT-BPO industry in India to expand in exermarkets other than the United States and
the United Kingdom and in sectors other than bapkind financial services. Also, many firms

began to shift more of their attention to domestarket business opportunities.
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4. Export Market Growth Trajectories

4.1 Overall export developments
Growth phases

Export of the IT-related services from India hasvgn for over 20 years. The export growth
record of the IT-BPO sector has been impressiveutiitout times of robust growth in global
trade and worldwide IT spending as well as durilogvdown in external demand. The fact the
growth rate in export was especially high in th®d® compared to the 2000s can in part be
explained by the fact that it is easier to achiexgh growth rates when it starts from a low base
as compared to when the market and the industryrbes more matured.

The IT based services industry in India has expedd major fluctuations in revenue growth in
the 1990s and the 2000s. This is illustrated bystitfall recorded in export revenue growth in
the FY2001-02 to FY2003-04 period which was folloMmy a strong rebound in FY2004-05 and
FY2005-06. Revenues quickly bounced back afterrmgef slowdown in economic growth in
OECD countries in the 1990s, the East Asian fir@nmisis, and the dot-com investment burst
in 2001. Revenue continued to grow in the FY2004®3-Y2008-09 period but the rate of
growth was significantly lower than the averagéh@ 1990s (figures 4.1 and 4.2).

The rate of growth in export has declined in th@@0if compared to the hyper-growth years in
the 1990s but rate of expansion remained consitierdbe CAGR in IT-BPO exports was 33

percent in the FY2003-04 to FY2007-08 period coragaio 51 percent in the FY1992-03 to

FY2000-01 period, that is, leaving aside the atgfpgiobal slowdown period around 2001-2003
(figure 4.2). It should, however, be noted thatatoamount of revenue (and number of
employees) added per year was several times laygére end of the 2000s compared to what it
was in the 1990s. This illustrates the fact that ER-BPO industry in India continued to be

exceedingly important.

The IT-BPO export growth performance can be diviohd the following phases:

1. The initiating domestic requirements oriented phdabe mid 1960s to the mid 1980s.
The early years of establishing the IT industrywinich the primary focus was on the
domestic market requirement rather than exports.

2. The initial high growth phase: late 1980s and eat§90s.The early years of rapid
establishment of low end IT service export indugtrindustrial parks.
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. The hyper-growth phase: 1993 to 200the IT software and services export sector
typically exhibited growth at rates between 47-@Pcent in the FY2003-04 to FY2000-
01 period in US dollar terms.

. The dot-com investment bubble burst phase: aro@@-2003 The rate of growth in the
IT software and services export sector fell templyraWorldwide IT spending declined.
The IT industry export in India rebounded quickiye Y2K business closed down and
the industry was successful in moving on to othesifess segments.

. The high growth phase with more broad based expan&004 to September 200Bhe
IT-BPO export sector in India show annual growttesaaround 30-40 percent in US
dollar terms. Growth was rapid in IT software &\8ees including engineering services
at both the lower and higher end of the value addein, and even more so in BPO.
Banking and financial services continued to don@ne IT-BPO offshoring business.
There was significant growth in export to the Uditgtates and the United Kingdom but
also to non Anglo-Saxon countries.

. The global economic slowdown and recovery phaspteS®er 2008 to around 2010.
Worldwide IT spending declined significantly foretfiirst time since 2001 and much of
the IT services and BPO industry in India continbesgrow while cutting cost and
preparing to expand in other verticals than theklven& financial service sector and in
geographies other the United States and the Ukiegdom. Growth in worldwide IT

and BPO spending is expected to gradually recavgre-crisis levels thereby offering
opportunities for acceleration of exports of ITtaafre & services and BPO from India.

. The 2010s.This phase is anticipated to imply a return tohkiglevels growth in
worldwide IT-BPO spending. IT-related trade andusidy growth (see chapter 6).
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Figure 4.1 Exports of IT-BPO services from India(Revenues earnings in US$ millions and CAGR %)
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Source:Nasscom 1996-2008, Nasscom 2009a and 2009d amorsiutstimates and calculations.
Note: Data for FY2007-08 and FY2008-09 are provisional.

Figure 4.2 Exports of IT-BPO services from India: he 1990s and 2000s compard@AGR %)
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Source:Nasscom 1996-2008, Nasscom 2009a and authonsiaget and calculations.
Note 2008-09 data is estimate.
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The 2004 to 2009 period

Export revenues generated by the IT software prsddc services (including engineering

services) and BPO industry in India have incredsaeh US$ 12.8 billion in FY2004 to US$

40.4 billion in FY2007-08, that is, a CAGR of 33rpent (hardware excluded). While export
dollar earnings (and volumes) rose substantiallhhenFY2003-04 to FY2007-08 period the rate
of growth fluctuated significantly. After a peak 42 percent in FY2004-05 (compared to 31
percent in FY2002-03 and 25 percent FY2003-04) aheual rate of growth declined to 29
percent in FY2007-08 (figures 4.1 and 4.2).

In FY2008-09, the export revenue is projected sxheabout US$ 47 billion, that is, a 15 percent
annual growth rate as per provisional data. In fin&t half of FY2008-09 export grew
significantly but the rate of growth subsequentlgwsed down for some, but far from all,
companies as a result of the global economic slewmdo

Exports have been growing rapidly in all segmeiitthe IT based service industry but the rate
of growth has been particularly high in the BPOteecAs of FY2008-09, IT services
contributed to 57.2 percent of total IT-BPO indysxport revenues, followed by 27.3 percent
for BPO, 10.4 percent for engineering services aadpercent for software product development
(table 4.1).

Figure 4.31T-BPO services industry export revenues FY2003-0tb FY2008-09
(USS$ billion and annual growth rate in %)
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SourcesNasscom 2009a and 2009d and the authors’ calooati
Note: Data for FY2007-08 and FY2008-09 are provisional.

4.2 Exports by IT-BPO industry line

India has experienced rapid expansion in all thgmsmts of the IT-BPO industry, that is, IT
services, BPO, software products and engineeringces from 2001 onwards and earlier. In the

76



2000s export growth was especially high in the B®@ IT services segments but the rate of
expansion was also considerable in software predugineering and R&D services. The
growth momentum for most IT services and BPO figostinued to be high in the first half of
FY2008-09 and surprisingly also after the Septen#¥18 global financial crisis. Some firms,
that is, software product and hardware oriented paones, did however experience major
slowdown in dollar earnings for several quartetsrahe September 2008 crisis.

IT service?®, contributed 57 percent with total exports reagHits$ 26.5 billion in FY2008-09.
Indian IT service providers have evolved from apgdion development and maintenance
companies, to full service vendors providing testservices, infrastructure services, consulting
and system integration. Within these segmentsag W offshoring that exhibited strong growth,
in line with global trends. Remote infrastructur@amagement, expected to deliver almost 30
percent net savings to customers, continued itsistoperformance, with an above average
growth of 25 percent expected in FY2008-09 (Nass26f69a and see table 4.1).

Software product development, engineering and R&Bisesexport revenues reached US$
about 7 billion in FY2008-09, a 15 percent increager the previous year.

BPO servicezontinued to be the fastest growing segment ofrilastry and are estimated to
reach US$ 12.7 billion in FY2008-09, a 16 percemtréase during the year. The BPO service
portfolio was strengthened by vertical special@mat@nd global delivery capabilities.

Hardware exportswhich traditionally have remained comparativelyafimand declined in
FY2008-09.

Assessment of the impact of the economic slowdowmxport by industry type as well as in
terms of vertical and horizontal business segmint complex undertaking one major issues
being the weak data. A preliminary assessment,dumsever, indicate that some segments
were significantly more affected than oth&s.

IT servicesNon-discretionary services, such as mandatory tipegand maintenance, are less
affected than discretionary services such as coingul

Software product development, engineering and R&Bises.This segment appears to have
been affected significantly. As in the case of piddevelopment, companiase cancelling or
delaying engineering and R&D work both at home affishore.

BPO. The global slowdown effect on BPO industry poirdsat mixedpicture as some vendors
have experienced slowdown in growth while othergta@med or increased their revenue growth
and profitability significantly (Dataquest July 3009)%

% That is, excluding software product developmengjireering services and BPO and IT hardware antetheom.

34 This reports’ assessment of the global econoroiwdbwn’s impact by industry type, and vertical dratizontal
business segments are based on NasscBtrasegic Review 200@resentations given by industry leaders at the
Nasscom 2009 Leadership Forum, Mumbai February 280%ell as numerous articles published in thenBroc
Times of India, Business Standard, Dataquest aedviews with industry managers and equity market gsts.

% As in other areas discretionary spending has beast affected in the BPO sector. This implies fhant-office
(customer care/marketing/sales etc) spending wHeeted more than back-office (accounting, humasouece
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Table 4.1 IT-BPO export industr

revenues by servig line, India

FY03-04]  FY04-05| FY05-08 FY06-0 FY07-08 FY08-09
US$ billion
IT service 7.3 10.0 13.9 18/0 2311 26.5
Software products 0.8 09 1)2 1.4 2.1 p.3
Engineering 1.7 2.2 2.8 36 4|3 4.8
BPO 3.1 4.6 6.3 8.4 10.9 127
Hardware 0.4 0.5 0.6 0.p 0|5 0.3
Total export IT-BPO excl. hardwarg 12/8 17. 24.2 1.43 40.4 46.3
Share of total (%)
IT service 56.6 56.3 57.b 57(4 57.2 57.2
Software products 5.9 51 5|0 4.4 5.2 5.0
Engineering 13.3 12.6 116 113 10.6 10.4
BPO 24.2 26.Q 26. 26.8 27|1 27.4
Total 100.0 100.4 100.0  100/0 104.0 100.0

SourcesNasscom 2009a and the authors’ calculations.
Note: Data for FY2007-08 and FY2008-09 are provisional.

4.3 Export of IT-BPO services by verticals

The IT-BPO export industry covers a wide rangeeatigal markets (end user sectors). Banking,
Financial Services and Insurance (BFSI) have reedathe largest vertical market followed by
the Hi-tech/Telecom sector. Together these twooseciccounted for 61 percent of IT-BPO
services exports in FY2007-08 (Nasscom 2009a).

The BFSI was the first sector to adopt offshoringadarge scale. This first applied to the lower
end of the value chain and subsequently also tbititeer end, the latter including IT consulting,
software product development and knowledge procassourcing (KPO, i.e. the higher end of
BPO) such as equity markets and other researchceii@nis not surprising that the BFSI early
on emerged as and has retained its position asidh@enant vertical in terms of the IT-BPO
services industry’s total revenues over the ydar$:Y2008, the BFSI sector accounted for 41
percent of the IT-BPO services industry’s total @xpevenueslt should, however, be noted that
much of the incremental growth in recent years ltasne from the hi-tech/telecom,
manufacturing and retail sectoiBhe manufacturing sector’s share of the total ITEB&xport
revenue has risen from 15 percent in FY2003-04 pEk¢ent in FY2007-08 (Nasscom 2009a).

Post September 2008he BFSI sector has been affected the most byglbleal economic
slowdown as large banks, investment firms and arszg companies, especially in the United
States and the United Kingdom have been severélpyhthe crisis. This is reflected in the
contraction in the BFSI segment of IT-BPO exporisnt India and other countries. Other
verticals significantly affected by the slowdowrrlude travel, retail, telecom, manufacturing &
engineering services. Less affected verticals ohelll-BPO services for the health sector and

management etc) outlays, although no reliable daists to confirm this. Some of the call centerrafiens were
affected by a decline in demand in the United Stated the United Kingdom, in particular.
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the public sector administration. All of these Imesis segments, including BFSI, are, however,
expected to resume growth soon as the global ecpnetovers.

Figure 4.4 Verticals break up of IT services exportevenues, India, FY2003-04 to FY2008-09
(US$ billon)
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SourcesNasscom 2009a and the authors’ calculations.

Table 4.2 Vertical break up of IT-BPO service expadrrevenues, India, FY2003-04 to FY2008-09
(US$ and % shares)

| Fyo4 | Fyos | Fvoe| Fyo7| Fyos
US$ billion
BFSI 4.7 6.9 9.2 12.7 16.8
Hi-tech / Telecom 1.8 2.3 4.8 60 8{1
Manufacturing 1.7 3.4 3.] a4y 17
Retail 0.8 1.6 1.8 2.5 3.2
Healthcare 0.8 04 0.y 0.B 1{2
Airlines and Transportation 0.8 05 05 11 1.2
Construction and Utilities 0.5 0.y 10 11 I2
Other 2.3 1.8 2.0 14 1p
Media, Publishing, Entertainmerlut 1.0 1.0 0.8
Total IT-BPO exports | 12.4 17.y 2412 314 40.4
Share (%)

BFSI 37.0 39.0 38.1 40.4 415
Hi-tech / Telecom 14.0 13.0 198 19{1 20.0
Manufacturing 13.0 17.4 12.9 15)0 1.5
Retail 6.0 9.0 7.6 8.0 8.
Healthcare 6.0 5.4 2.9 2p 3J0
Airlines and Transportation 2.0 30 2[1 34 3.0
Construction and Utilities 4.( 4.0 40 3|5 3.0
Other 18.0 10.0 8.4 a7 3p
Media, Publishing, Entertainmeq\t - - 412 33 2.0
Total IT-BPO exports | 100.0 1000 1000 100.0 10Pp.0

SourcesNasscom 2009a and the authors’ calculations.



4.4 Export of IT-services by horizontal segments

Application, development and management (ADM) hasylbeen the forte of the Indian IT
services offshoring vendors. Export of IT serviees dominated by “project based” work with
custom application development being the main comapb followed by “outsourcing”, i.e.
application management and IS outsourcing and ®{fble 4.3).

Post September 2008s a result of the global financial crisis, apption development (as
opposed to application management) was greatlygtaefie Clients were reluctant to upgrade or
even attempt development of new applications. Bytrest, application management, including
maintenance and infrastructure offshoring was ilepscted.

Figure 4.5 Horizontal break up of IT services expdrrevenues, India, FY2005-06 to FY2008-09
(US$ million)
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SourcesNasscom 2009a and the authors’ calculations.
Note: Data for FY2008-09 is provisional.
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Table 4.3 Horizontal break up of IT services exportevenues, FY2005-06 to FY2008-09
(US$ million and CAGR %)

FY06 | FY07 | FY08 | FY09 | FY07 | FY08 | FY09
US$ million Annual growth %

Project based 7,708 9,860 1,198( 13,51p 27.9 215 12.8
IT Consulting 348 600 650 718 72.4 8.8 1010
System integration 374 580 680 782 55.1 172 015
Custom application development 5,9p3 7,170 8808 8659 211 22.8 12.¢
Network consulting and integration 147 280 280 232 37.7 21.7 154
Software testing 896 1,280 1,562 1,830 4219 2210 17.2

Outsourcing 4,364 6,330 9,250 11,31B 45.1 46.1 22.3
Application Management 1,58p 2,400 3,560 4,260 1.0§ 479 20.0

IS outsourcing 840 1,700 3,300 4,12% 102{4 941 25.0
Others (SOA & Web Services + E-Business/E- 1,935 2,230 2,400 2,928 15)2 716 22.0

Commerce)

Support and Training 1,233 1,660 1,87@ 2,081 34.6 12.7 11.3
Software deploy and support 986 13B0 1440 1584 498 83 10.0
Hardware deploy and support 80 1p0 120 139 25.020.0 15.8
IT education and training 16f 230 310 3p8 3[7.7 4.83 15.5

Grand Total 13,305 17,850 23,10 26,908 34.2 29.4 16.5

SourcesNasscom 2009a and the authors’ calculations.
Note Data for FY2008-09 are estimates.

4.5 Export of BPO services

The BPO industry in India is still in an early stagf development and is the fastest growing
segment of the Indian IT-BPO services industrys kxpanding rapidly both in terms of exports
and the domestic market but is dominated by exports

BPO exports grew from US$ 3.1 billion in FY20034@4over US$ 10.9 billion in FY2007-08,
that is, at a CAGR of 37 percent over the five geétending March 2008. Over the same period,
the number of persons directly employed rose frag,@00 to 700,000 persons.

The development of the BPO sectors can be summaed tgllows:

“The Indian BPO sector has not only added scalthénlast five years [FY2004-FY2008], but has also
matured significantly in terms of scope of servidféerings, buyer segments served and service dglive
models. Apart from achieving maturity in the horit@ segment, providers are increasingly developing
vertical/domain specialization to capture greatelue. Significant technology investment, adheretace
best practices in data and information securityplegee training and development are all initiatitaleen

to improve the quality of services being deliverBdoviders are rethinking their delivery strategystiit

the needs of the customers in a competitive manribey are extending their reach both within Inaineal
outside India to provide greater cost savings &edright talent. BPO has also become a logicalnsibe

for IT companies and all leading IT vendors areeligping integrated offerings” (Nasscom 2009a).

Post September 2008n FY2008-09 BPO exports growth decelerated topg6cent as its
revenues reached US$ 12.7 billion as per Nassctmatss.
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Table 4.4 BPO export revenues by type of service¥2003-04 to FY2008-09
(US$ million and % share)

| Fvoeo07| Fyo7-08] Fvos-0o] | Fvoe-07| Fvo7-08] Fyos-o9
US$ m Share (%

Customer Interaction Services 3,700 4,750 5,625 .0 44 43.5 43.8
Finance and Accounting 1,850 2,420 2,851 2.0 321 222
HR Admin 252 325 385 3. 3.p 30
Procurement and Logistics 120 155 1B0 1.4 1.4 14
Knowledge Services 67 89D 1,060 8.0 B.1 B.2
Other Horizontal Services 33p 450 475 4.0 .1l 3.7
Vertical - specific BPO Servicep 1,478 1,940 2,473 17.6 17.7 17.7]
Total 8,409 10,930 12,844 1000 100/0 100.0

SourcesNasscom 2009a and the authors’ calculations.

4.6 Exports by country destination

Development of Anglo-Saxon and other markets

The strength of the IT-BPO services industry inidndas been manifest in the expansion of
exports to the United States as well as to othanties in the past 20 yeaighe United States
and the United Kingdom remain the largest marketsttie industry accounting for about 60
percent and 19 percent respectively in FY2008.fBuh around 2001 onwards, the industry has
made significant efforts to expand in other marlestsvell.

Anglo-Saxon countriesTogether, the English-speaking United States anded Kingdom
accounted for around 79 percent of the total IT-Bs&vices exports from India in FY2008.
Adding Canada, Ireland, New Zealand and Austral@ountries that have all experienced the
rapid growth of the IT-BPO services export — iagarent that the offshoring business in India
is heavily dominated by dealings with the Anglo-&axworld. Business relationships with
Anglo-Saxon areas have been greatly facilitatedhieyr early acceptance of global offshoring
(as opposed to near-shoring or domestic sourcimgtfze fact that they are English speaking.

The United States remains the largest market batemmental growth is being driven by

European and Asia Pacific markets. The CAGR foBHD exports to the United States was as
high as 28.7 percent in the FY2003-04 to FY2007880d. The corresponding growth rate
was, however, even higher in other geographies4 percent for Continental Europe, 41.4
percent for the United Kingdom and 42.1 percentlierAsia Pacific region (table 4.5). The fact
that growth rates in European and Asia Pacific et@rkvere higher than for the United States,
resulted in a decline in the latter’'s share ofltetgports from 68 percent to 60 percent in the
FY2003-04 to FY2007-08 period.

Indian companies have gradually intensified théores to expand in markets other than the

United States and the United Kingdom. This has hastified by the existence of a sizeable
addressable market outside the United States antditited Kingdom, the wish to reduce risks
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associated with heavy reliance on just one or tveokets, and the fact that Indian companies
typically have had a low degree of market penetraith other major markef§.

Europe.European markets, that is, excluding the Unitedgdom & Ireland, such as Germany,
France, the Netherlands, Belgium and the Nordicnttaas, constitute prime examples of
geographies that have been comparatively unchastdddian firms. These countries represent
significant markets in terms of ICT spending whigte facing long term skilled manpower
shortages aggravated by the shrinking working agilations. However, these markets can be
harder to penetrate than the Anglo-Saxon majors tdudusiness organization conditions,
language, cultural and other differences. Furtloeemthere is also scope to develop business in
Eastern Europe and Russia, both in terms of pdiwetraf local markets and for using these
countries as a base for penetrating the offshoboginess in Western Europe and other
countries.

Asia and the PacificMany emerging economies in the Asia and Paciaappear poised to
continue to grow faster than the older industr@remies. The market size of East Asia and
India combined is projected to overtake that oftN@merica or Europe (Goldman Sachs 2008).
Hence, it is not surprising that Indian and oth@mpanies continue to intensify their efforts to
build up their IT based businesses in Asia (boy.4.1

There is considerable scope to develop busines&sian countries both in terms of direct
penetration of local markets and using some ofethmsuntries as a base for developing the
offshoring business within Asia or other partshaf tvorld. The fact that India has special assets
in software services and product development coemggtwhile East Asia has major assets in
hardware, points to considerable scope to expaltabooation. For example, it should be noted
that China and Taiwan (China) are the principalogtgys of IT hardware to India and that Indian
companies are increasingly active in providing Brvgces and training in these economies.
Also, TCS and other Indian firms are using China &mse to penetrate the Japanese market for
IT-BPO services'

Also, it should be noted that Indian firms and ta@chl and managerial human resources play a
significant role in the IT-BPO sector in BangladeSh Lanka and Nepal as well as in ASEAN
member countries such as Singapore and Malaysgo, Ahdian firms have invested in the
rapidly expanding BPO offshoring industry in thelippines.

Africa. Africa may not be as large as Asia in terms of rtieket size but it does nevertheless
offer promising markets for IT firms based in Indiadian and foreign). Also, it should be noted
that the Indian Diaspora has a significant roléhim economies of East Africa and South Africa.
Furthermore, especially North African countriesyfigoeing a prime example, are attempting to
emulate the offshoring delivery model as appliedrdian firms (Nalikani 2008). Indian firms

% Also, foreign MNCs (non-Indian companies) have méukir operations in India a vital part of theiondwide

supply chain of IT services. The potential to dsisr exports beyond the United States and the dritimgdom is

considerable both in terms of advanced industdahemies and the developing world.

37 Progress has, however, been limited in exploitimg potential to partner with Taiwan (South Korewl ather
Asian countries) in product development and totjgipenetrate the mainland China market. Reasonghie

include cultural and other barriers which implyttitas hard to achieve quick results in developimeyv business
relationships.
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have also made some investment in the IT sectBgypt, one rational being that this move can
facilitate their entry into the Arabic speaking Veb?®

Latin America. Latin America remains a relatively unexplored temy for Indian firms.
Nevertheless, a number of initiatives have beeartdk expand the IT-industry’s collaboration
with Brazil and other countries in the region. Savéndian firms have begun to penetrate the
Spanish speaking markets. Examples of this incltd& and Infosys call center operations in
Mexico.

Table 4.5 IT-BPO exports from India by destination,FY2003-04 to FY2008-09
(US$ billion and % share and CAGR)

FY2003-04| FY2007-08 FY2003-044 FY2007-08 FY2003104FY2007-08
US$ b US$ b Share (%) Share (%) CAGR (%)

USA 8.7 23.8 68.( 6 28.[7
UK 1.9 7.7 14.8 19 41.8
Continental Europe** 1.0 5.8 7.8 13 51.4
Asia Pacific (APAC) 0.8 3.3 6.2 B 4211
Rest of the world* 0.4 0.3 3.1 P
Total Worldwide 12.8 40.4 100 100 3313

Source:Nasscom 2009a and 2009c.

Note: IT-BPO excluding hardware. *Calculated as a resid®ercentage may not add up to 100 percent due to
rounding error. ** Includes Nordic countries. Nasst does not publish data on a country basis, ven enajor
destinations such as USA, Canada, UK, France, GgrniNordic countries, Japan, China and other d@ezicand
developing countries.

% The software outsourcing market in Sub-Saharaicéfis expected to generate revenue of US$ 4.Biiby
2014, as compared to US$ 2.1 billion in 2007 (F&<Sullivan February 25 2009). Several Indian I'ydrs are
planning to expand or establish operations in Egygypt and the middle east region has attracteestments from
Indian companies, including Infosys, IBM Daksh, dficstsource for establishing global delivery ceste Egypt
(Indian IT Players Planning to Expand Operationggypt (Evalueserve 2009).
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The crisis and beyond

The global slowdown impact for IT-BPO exports frdndia and other countries is hard to
scrutinize due to lack of credible data and the fhat only a short time has elapsed since the
financial crisis erupted. Nevertheless, the cregstainly pointed to the risks associated with
being heavily dependent on the United States amdlthited Kingdom and the financial services
industry in these two countries. Hence, it is nafpssing that efforts have been intensified to
expand in markets other than the United Statesrentnited Kingdom.

As pointed out earlier, Gartner, Forrester and IpGject that global IT-BPO spending and
offshoring will decelerate significantly in the shaerm as a result of the global economic
slowdown. In the long term they do all, howeveryisage significant growth in IT-BPO

spending and offshoring worldwide, that is, both advanced industrial and developing
countries. In sum, the cake may be “shrinking” e short term but is likely to grow again
substantively in the medium and longer term.

The United States and other western advanced maustonomies are likely to continue to
dominate IT spending and also as buyers of offshb#8PO services in the foreseeable future.
In the short term, the crisis appears to resula idecline in the Indian (and other countries)
reliance on the United States and United Kingdonthasmajor markets for IT-BPO services.
However, in the medium and long term, it does appleat this market (or other markets) will
grow rapidly again but it is hard to foresee if gm@wth will reach levels similar to what was
typical prior to the global economic slump. Howeuva the long run, most of the incremental
growth in IT spending and offshoring is likely torne from emerging market economies and the
Asia Pacific region in particular.

Development of India’s IT-BPO sector’s relationgtwihe developing world in the long run has
the potential to emerge as a prime example of ekpgnsouth-south economic and
technological relationships. Many developing comstrhave for some time been seeking to
understand how they can best benefit from lesdoatsmhay be drawn from the Indian IT-BPO
export-led development experience (Mitra 2006). ébaeer,Indian firms have the potential to
become the main players in Asia and other devetppountries. In this context, Indian firms
will continue to benefit from their strength in nexdng the offshoring delivery model that is
grounded in strengths in terms of technical manpoared an internationally networked
entrepreneurship class. India’s special competiidgantages include costing and familiarity
with conditions prevalent in the developing cowsgria large pool of technical and managerial
manpower willing to be deployed overseas, and imesaases, the existence of an India
Diaspora. Also, Indian firms are increasingly inxed in (as investors or partners and
contractors) expanding the IT-BPO industries bgetng the developing countries.

Box 4.1 Asia and the Pacific region: Wide range afpportunities

The Asia and the Pacific regions offer a wide raonfjeifferent markets conditions all of which haseope to
develop complementarily.

First, there are the high income countries sucliagmn, South Korea, Taiwan (China), Singapore, rAlistand
New Zealand. Also, Australia, New Zealand and &puye based firms are by and large more inclinectds
offshore IT-BPO services compared to JapanesehStatean and Taiwanese firms. Japanese and SoutaKp
companies are well behind major western industr@alntries in terms of the degree to which they matythe
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offshoring of IT-BPO services. This implies thatsle countries have the potential to develop int@nmarkets for
China, India, Philippines and other country base®PO offshoring service providers.

According to the NASSCOM-PwC report on “Opportusstifor Indian IT industry in Japan”, Japan is teeosid
highest IT service market pegged at US$ 108 billidiso, relatively few companies have utilized & improve
competitiveness, thus indicating a large, untappadket. Indian majors have intensified their eBdd attract new
customers in the region (Nasscom 2009a).

Second, China has been a major target for IndiaBRD firms since the 2000s. All major Indian firmse now
well-established in China and have expansion piarkis rapidly developing market arena. Chinadsvrindia’s
largest trading partner but the IT-BPO businediscathstitutes only a minor portion of this trade.

Third, ASEAN-Indian relations are multifaceted nding trade, direct and portfolio investment and tble of
Indian technical and management expertise in thiBRD sector. Indian IT-BPO firms have investedingapore
and Singaporean firms have invested in India. mdi@npower plays a significant role in the IT-se@tdSingapore
and Malaysia, and to a limited extent, in other ASEcountries also.

Fourth, West Asia constitutes a diverse market gitnificant opportunities. This includes high ino® oil

exporters which have a significant local industndian IT and skilled human resources have a majler in the
development of oil exporting countries. Israel d¢dntes a special case as a country with majongthes in software
product development and thereby has the potertidiedelop R&D relationship with Indian firms (Mit2909a).

Finally, the Indian IT-BPO sector plays a key r@e an exporter of IT products and services to @ukh,
Bangladesh and Nepal. Also, it has a significameadi and indirect role in fostering the developmentthe
offshoring operations in Sri Lanka and other Astanntries (Mitra 2006).
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5. Domestic Market Growth Trajectories

5.1 Overall domestic market developments
Prior to September 2008

The IT industry in India dates back to the 1960shk first decade of its development the focus
was on the domestic market. The scope to expattdsmmarket was, however, severely limited
by a number of factors such as low income leveld affordability issues coupled with
weaknesses in infrastructure, education and inistital capabilities. This context gradually
changed and hence allowed expansion of the scdlsape of the domestic market.

As in the case of exports revenue the domestioséets been characterized by major annual
fluctuations revenue earnings. Domestic busineksnw® growth has, however, for the most part

had a lower degree of annual business volume ictos compared to the export business. The
rate of growth in domestic revenue was especiagi around the mid 1990s and then declined
in the early 2000s, after which it acceleratedha FY2003-04 to FY2007-08 period and then

declined again.

Domestic market developments can be divided iredaHowing phases:

1. The initiating phase: the mid 1960s to around the #980s.The early years of establishing
the IT industry in which the primary focus was onportsubstitution and the domestic
market requirements rather than exports. The pWwasecharacterized by very low computer
penetration rates due to affordability, limited qmetency and other issues. Nevertheless,
progress was made in establishing higher educatidim and related areas which enabled
government institutions and some private entitteddvelop IT-related competency.

2. The first major growth phase: late 1980s to arouz@D0. Annual growth domestic IT
software & services industry reached between 4p&8ent in rupee terms in the 1990 to
1997 period. This phase was characterized by signif increase in local use of IT in
government and private sector and the use of parsmymputer becoming increasingly
common in major cities.

3. The dot-com investment bubble burst phase: aro@id-®1 to 2002-03The domestic IT
industry growth fell temporarily. Internet beganb® a major game changer.
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4. The high growth phase with more broad based expang&004 to September 2008rowth
in GDP and IT spending was high. The domestic dustry experienced rapid growth in IT
services at both the lower and middle end of tHeevadded chain and BPO emerged as a
significant new business line. This phase was dbaraed by significant expansion in the
use of IT and BPO services, mobile telephone atetriet not only in major metros but also
in other cities, townships and rural areas.

5. The global economic slowdown and recovery phasgteS®er 2008 onward&rowth rates
in GDP, IT spending and IT-BPO industry revenuélfat remained significant. Much of the
slowdown was temporary and limited to hardware softivare product purchases. As in the
preceding years this phase was characterized Ioyfisant expansion in the use of IT and
BPO services, mobile telephone and Internet in majetros as well as in other cities,
townships and rural areas.

6. The 2010s phaséhis phase can be envisaged to entail a retucomnoparatively high IT
spending levels and a major expansion of IT-BPQises across a wide range of sectors.
Continued expansion in diffusion of computers, nelphones and broadband Internet
connectivity implies a dramatic expansion in thalscand scope of the Indian domestic
market in IT hardware, software & services and FBFR industry. The IT industry in India,
that is both Indian and foreign firms, continuesetgand operations both at the lower and
higher end of the value chain (see chapter 6).

The fact that India is still in an early phase eféloping the domestic market for IT-BPO points
to the long term growth potential. India and itsgh&oring countries, are still trailing behind
East Asian countries in terms of PC penetratioterivet connectivity and other E-readiness
indicators® (World Economic Forum 2009a). There is major scfapeexpanding the use of IT
in public and corporate sector as well as civicietgc This is reflected in the fact that both
foreign and Indian firms significantly increaseeithefforts in the 2000s — and especially after
the global economic slowdown from September 200&awds — to develop the domestic
market business opportunities.

The domestic market is highly diverse and is sulfeeapid transformation in technology and
demand requirement. Its requirements range frorit B&§ need among the rural and poor to
that of high end clients in research. This market tindergone several phases of transformation
in serving these needs such as the introductiomeaf computer and connectivity solutions. It
should be noted the domestic market witnessed alenegjor transformational deals after 2006.
In FY2008-09, several companies signed large conttaals for periods ranging from 5 to 10
years in telecommunications, e-governance and abetors. Customer focus had become the
central theme in the telecommunications and bangewjors, which traditionally have been the
major corporate ICT spenders. This led them to shwe sophisticated customer relationship
management (CRM) packages and business intelligéBbetools. Foreign MNCs such as
Accenture, Cisco, IBM, Microsoft and Oracle haventooued to expand their domestic market
operations. These types of companies were the rpedfepartners for many of the large
transformational deals (IDC December 31, 2008)eigor MNCs dominated much of the higher

39 Compared to East Asia, as well as most countri#s @DP per capita income levels comparable todisgithe
domestic market of software and hardware is stifin early phase of development.
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end of IT software and services and telecommurnatiThe latter is illustrated by IBM signing
multibillion dollar outsourcing contract with Indtelecommunication service providers.

Figure 5.1 IT-BPO services industry domestic reveres, FY2003-04 to FY2008-09
(Rs billion and annual growth rate %)
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SourcesNasscom 2009a and the authors’ exchange rate orend growth rate calculations.
Note: Data for FY2007-08 and FY2008-09 are provialo

Post September 2008

Given the fact that India lags behind in domestd Idiffusion and that the Indian economy
appears poised to grow rapidly, it can assumeddbatestic IT-BPO spending will continue to
grow rapidly in the 2010s and beyond leaving asédeporary overall economic growth cycles.

The global economic slowdown from September 200&avds triggered a deceleration in

growth of domestic IT spending. This is reflectadawer growth rates in the IT especially for

hardware oriented firms especially. Several IT e firms did, however, continue to record
high revenue growth in the quarters that followditraSeptember 2008 (Dataquest July 15
2009). This development is manifest in trends th similar to those observed in other
countries and what has occurred in the IT-BPO sesviexports. This included a decline in
discretionary spending of IT-BPO services in thgpocate sector and a slowdown in demand for
hardware and software products in particular, #ttei, including the private sector and among
households.

5.2 Domestic market by IT-BPO industry segment

The domestic revenue aggregate comprising hardwa@rservices and software products is
grown at 19 percent in FY2008-09 in rupee termsil&ne hardware spent was moderate in
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FY2008-09, the IT-BPO services segment recordecesteceleration, yet significant growth.
As per Nasscom estimates, the total domestic méwkdT-BPO (including hardware) reach Rs
1,112 billion (US$ 24.3 billion) in FY2008-09 out which IT services market accounted for Rs
380 billion (US$ 8.3 billion) (Nasscom 2009a andsBiom 2009d).

Growth in IT services spending is driven by incezshacceptance of IT as a growth enabler and a
competitive tool for the corporate sect@omestic IT services are showing strong signs of
increasing sophistication at building enterprisk;irifrastructures and applications, networking
and communication, which have become key priorifiieghe corporate sectorhis is reflected

in increased IT adoption, not only in the large/fsiced companies, but also in the 35 million
strong small and medium business (SMB) segmenb, Als-service growth is expected to be
boosted by increased spending on e-governance.

Software and BPO spending growth in the domesticketas being supported by increasing
adoption of IT applications. While the software gwot segment registered a growth of 12
percent in rupee as it reached (Rs 101 billion 2S3 billion in FY20009), domestic BPO
segment recorded the fastest growth of about 40eperin rupee terms as it reached Rs 89
billion (US$ 1.9 billion) in FY2008-09 (Nasscom Zz0and 2009).

Hardware revenuesere estimated to reach Rs 542 billion (US$ 11liob) in FY2008-09, a
growth of 17 percent over FY2007-08 (Nasscom 2008a)in other countries, the hardware
sector was badly hit by the global economic slowdolvresulted in a major slump in domestic
sales.The total PC sales between October and Decembes, 2Gith desktop computer and
notebooks taken together, were 1.4 million uniégjistering a decline of 19 percent over the
same period's last fiscal. The sales of desktapsdsat 1 million units while notebooks recorded
a consumption of 0.35 million units. Sales of depktand notebooks did, however, rebound
from around May 2009 and onwards. According to MAthe industry association for the
hardware sector, overall PC sales for FY2008-0&gected to remain at the same levels as in
the previous fiscal year, that is, about 7 milliorits (MAIT 2009a).

IT advisory firm IDC estimates the IT and ITeS-BR@ustry, hardware included, in India will
grow at 10.8 percent in rupee terms in the 2008ncir as per estimated in June 2808.is
projected to reach Rs 3,096 billion (over US$ 6Midni) in 2009. This would be the slowest
annual growth since 2003. The domestic marketTelTeS, hardware included, is estimated to
grow at 10.2 percent to reach Rs 1,094 billion (oM&$ 22 billion) while the exports are
estimated to grow at 11.2 percent to reach the,B&0villion (over US$ 41 billion) level by the
end of 2009 (IDC June 20 2009).

“0IDC data is on a calendar year basis while Nasstatais on fiscal year basis.
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Table 5.1 Domestic IT/ITeS industry revenue earning and growth rate, 2008-2013

2008 2009 2010 2013| CAGR 2008-13
(Million Rs) (%)
Hardware & Others 576,900 589,670 670,410 988,160 11.4
IT Services/IT-enabled 314,160 389,840 471,910 865,170 22.5
Services (ITeS)
Packaged Software 101,470 114,540 130,640 210,650 15.7
Total Domestic IT/ITeS 992,540 104,060 1,272,970 2,063,980 15.8
Memo: IT/ITeS Exports 1,800,640 2,001,680 2,211,220 3,280,810 12.7
Grand total IT/ITeS 2,793,190 3,095,730 3,484,190 5,344,790 13.9

Source:IDC India, June 20, 2009.
Note: Calendar years. While largely covering the sangnmss segment IDC uses the term ITeS rather tR&h B

According to IDC the domestic IT and ITeS-BPO markerdware included, is projected to a
have moderate increase to 15.8 percent in the 20@8-period compared to the average annual
growth of 25 percent recorded in 2003-2008 peffobloreover, the IT services & ITeS-BPO
industry is projected to grow significantly fastean the hardware sector. According to IDC this
signals the onset of a new phdsef growth in which IT vendors will be helping erpeises
design and deliver ‘new age’ services to their @ugrs by leveraging the existing IT
infrastructure. Increasingly, the ICT vendor comityris expected to offer innovative products
and solutions, which will be fundamentally diffetérom the past in the way they are delivered
and/or consumed. These shifts and changes in ttlendkgy-Product-Market landscape will be
further shaped by the economic recovery througOZ2 and is expected to build up in the
2010s (IDC June 20 2009).

*1IDC projects that the IT and ITeS-BPO industryiidia, including hardware and both the domestic exgbrt
market will grow at 13.9 percent in the 2008-20¥3iq@d thereby reaching about Rs. 5,344,790 mil{over US$
110 Billion) in 2013; with the domestic market giiog at a slightly higher rate of 15.8 percent coregato 12.7
percent for exports growth of 12.7% in the 20082@griod. The share of IT Services and ITeS-BP@énlindia
domestic market is expected to rise from 31.7 perice2008 to 41.9 percent in 2013. This impliedttthe relative
importance of the hardware sector would decline>(lline 20 2009).

“21DC and Nasscom distinguish between two pha$éke recent domestic market developments. Irfitsephase
(2003-08), the domestic market witnessed unpret¢edesxpansion with the IT-BPO industry domesticeraes
nearly tripling. The second phase of growth, ergésato evolve from 2009 onwards, is expected tbwik on the
back of new and innovative services. The technolbghind these services—infrastructure, applicatiand
connectivity—will need integrated redesigning tgport mass adoption across a wide range of vesti&lC
December 31 2009).
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Table 5.2 High growth Areas: 2009-10 and beyond acding to IDC

2009-10

2011-13

Products/Services

- Network Mgmt / Desktop Mgmt / Apps. Mgmt
- IS Outsourcing / Managed Services / BPO

- Security Software / Storage Software

- System and Network Management Software
- Integration & Process Automation Software

- Collaborative Applications

- Consumer Notebooks / Smart Handhelds

- Wireless LAN

Solutions

- Unified Communications
- Virtualization

- Data Centre Services

Industry Verticals

- Government & Education
- Utilities

- Telecommunications

Products /Services

- Network Mgmt / Desktop Mgmt / Apps. Mgmt
- IS Outsourcing / Managed Services / BPO

- Hosting / Infrastructure Services

- Security Software / Storage Software

- System and Network Management Software
- Integration and Process Automation Software
- Collaborative Applications

- Consumer Notebooks / Smart Handhelds

- Wireless LAN

Solutions

- Unified Communications
- Virtualization, Green IT
- Data Centre Services

- SOA

- Cloud Services

Industry Verticals

- Government & Education

- Utilities, Telecommunications, Healthcare
- Retail, Pharmaceuticals

Source Adopted from IDC, June 2009. IDC India.

5.3 Domestic telecom market

India’s telecom network continues to grow rapidhgdaeached about 453 million connections by
the end of May 2009 (wired and wireless combin&t)s was the third largest wireless network
in the world, and in terms of the wired network thexond largest. At the current pace, the
government’s target of 500 million telephone cotioas by 2010 will be reached earlier than
expected(Government of India 2009a and 2009b). The high deimfor wireless mobile
telephone subscription was a silver lining in matgveloping counties during the period of
global economic slowdown. In India the rapid growthwireless subscriptions continued after
September 2008.

Growth in telephone line subscriptions has continieebe dominated by wirele§$The number

of wireless mobile subscribers grew by 48.5 perderthe January to December 2008 period.
The rate of growth did not significantly changetlie September to December 2008 period but
did in fact increase in the first half of 2009. $mumber of wireless subscribers added reached
record levels in the first half of 2009. It peaka&id15.6 million for the month of March 2009
which can be compared to 10.8 million in Decemt@¥&and 10.4 million in November 2018
(Government of India 2009b).

“Demand for wired telephone lines continues to @mtr

4 The number of added wireless subscribers add26d8 was 15.4 million in the month of January, I8iBion in
February, 15.6 million in March, 11.9 million in Apand 11.6 million in May 2009. The total numb=rwireless
subscribers stood at 415 million at the end of M899 compared to 362 million at the end of Jan2&Q@9, 234
million in January 2008 and 150 million in Janug@B07 (TRAI 2009 and earlier). It is commonly estiguathat 10-
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The total number of telephone connections (wirelind wireless) reached 452.9 million at the
end of May 2009 as compared to 384.8 million in &gber 2008, 353.7 million in September
2008 and 325.8 million in June 2008 and as low &8 million in March 2004. With this
growth, the overall tele-density reached 38.9 pdraethe end of May 2009 as compared to 28.3
percent in January 2008 or 12.7 percent in Mar@d64Government of India 2009b).

Tele-density continues to be significantly higherurban areas compared to rural areas but the
rate of growth in rural telephony has become highan urban areas in recent years. While rural
tele-density reached 13.8 percent in January 20@9urban tele-density reached 83.7 percent.
The government of India has reiterated its commitnfier telecommunication services to reach
out to the remote and uncovered areas and to augheehroadband facilities in rural areas. The
number of rural telephones went up from 12.3 millio March 2004 to 112.7 million in January
2009 (Government of India 2009b).

It should however, be noted that the vast majaritindia’s population, including those living in
urban areas, do not have access to broadband.uhhigen of broadband subscribers is, however,
rising rapidly. As of the end of May 2009 it hagebed 6.4 million compared to only 0.18 in
March 2005 (TRAI 2009). The 2010s are expectedriply a rapid expansion in broadband.
This development is facilitated by rapid expansodrmobile telephony and new technologies
such are wireless broadband.

In conclusion, the rapid expansion of wirelesspgietsne networks has had a revolutionary impact
on the Indian economy both in terms of urban andlrareas. Looking ahead it offers a wide

range of opportunities for ICT applications such raebile banking, telemedicine and e-

government.

20 percent of the monthly additions of wirelessssuibers are users which purchase as second SkM This and
other data weakness implies that official tele-dtgrgrowth data overestimates actual density.
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Figure 5.2Mobile telephone subscriptions: Numbers in milliors
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Figure 5.3 Mobile telephone subscriptions: Tele-degity (% of total population)
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6. Outlook: India 2020: IT-BPO industry growth vision

6.1 Short versus medium and long term developments

Distinguishing between short, medium and long tetevelopment in the IT-BPO services
industry is essential for an insightful understagdiof the past, present and future. The
importance of this is especially apparent in sitret where there is major volatility or
uncertainty.

Observable up and downswings in business cycleslldhoot distract stakeholders from
considering long term developments. The 2000s Wwasacterized by unpredictable sharp annual
fluctuations in IT-BPO exports from India. The dmm investment bubble burst around 2001
was followed by a sharp decline in revenue growties after 2001 and then a rapid recovery.
The most dramatic example of global volatility metbusiness cycles is the global economic
slowdown from September 2008. Few predicted thigomdownturn which resulted in a
contraction of global GDP and trade. This resultedT spending and the slowest growth
recorded in Indian IT-BPO export for decades. Jthewever, important to understand global
slowdowns as passing episodes. Economist and nydastlysts currently foresee a major
rebound in economic growth and trade worldwide fiemound 2010-2011 and onwards.

These developments illustrate the high degree akemainty when it comes to predicting
industrial growth. They highlight the need to digtiish between the short, medium and long
term developmentsMoreover, they point to the need to examine adtive growth scenarios
for the IT-BPO industry in India and internatiotyall

6.2 Global IT spending and sourcing outlook
Global IT spending, sourcing and industry growthrecasts

As pointed out earlier, Gartner, Forrester, IDC atller market research firms, predict that
global IT-BPO spending decelerated significantlythe short term as a result of the global
economic slowdown. In the medium and long term, éwewv, they all do envisage significant
growth in IT-BPO spending both in advanced indastand developing countries. Moreover, it
should be noted that worldwide spending on IT-BRShoring is projected to continue to grow
faster than total IT-BPO spending.

Nevertheless, there is currently major uncertairggarding the depth of global economic
downturn and how the recovery phase will unfoldisTapplies not only to the depth and length
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of the slowdown globally but also in terms of wiia direct and indirect consequences can be
for India. Therefore, it is hard to make growthjpations for IT-BPO or other industries.

Industry analysts and IT-BPO firms worldwide haweeb forced to make major revisions in
revenue earning forecasts after September 200& iShalso reflected in Nasscom’s growth
projection revisions. Barring this fact, it shoulthwever be noted that Nasscom and the Indian
governmerit do envisage continued long term major expansicheiT-BPO industry in India.
Judging by the past record these projections havardy and large proved correct.

The Nasscom reporPerspective 2020: Transform Business, Transformialndritten in
collaboration with McKinsey & Company provides andpterm analysis of IT-BPO industry
developments globally and with specific referer@éntlia. It argues that the IT-BPO industry in
India is at an inflection point in its evolutiont.dtresses that industry leaders need to recognize
that the 2010s will be fundamentally different froéhe 2000s, owing to radical restructuring of
the global economy; rapidly evolving customer nesgsvices and business models; and rising
stakeholder aspirations (Nasscom 2008b).

The report identifies global megatrends which #&ely to define the sourcing market. These
trends would enlarge the addressable market (i@aknue potential) for technology and
business servicés three times, that is, from the current US$ 50obi [2008] to approximately
US$ 1.5-1.6 trillion by 2020. Today’s core marketsuld grow up to 1 ¥ times, contributing to
20 percent of incremental growth. The remainingp®@cent would come from new verticals,
customer segments and geographies, the lattedingAsian markets in particular.

The addressable market for technology servicesréxpocore geographies—the United States,
Western Europe and Japan—uwill continue to grow iarlikely to reach between US$ 500-550

billion by 2020 according to the report. Traditibli outsourcing such as remote infrastructure
management will constitute the largest market ofymaty in technology services, amounting for

between US$ 120-130 billion. Business services avilrtake IT-related technology services and
become the largest export-oriented opportunity \aitiotal addressable market of US$ 610-670
billion by 2020. The global industry size for gldligasourced IT technology and business

services is expected to expand from the current 8®®illion in revenues to about US$ 450

billion by 2020.

Correspondingly the Nasscom report predicts a miajorease in theddressable market for

domestic technology and business outsourcing swidthin India. This market is expected to
increase five-fold by 2020 to between US$ 90 hillio US$ 100 billion. Priority segments in the
domestic market will mirror the global sourcing ketr In technology services, BFSI and public

> Government of India, Planning Commission and ather

6 The main growth scenario presented in the studyyiand large in line with the Nasscom reports nsaienario.
There are, however, differences between this sty the Nasscom report. The method, some assursiuch
overall emphasis of enquiry differs. The Nasscoporecontains more detailed sections on global tmeges and
how they are likely to effect the addressable reeepotential for the technology and business sesvindustry;
transformation of business models; and an agendadiion. It has four scenarios for exports and faothe
domestic market. Also, the spread of scenariosdatgr.

" Principally IT services, products, R&D and engirireg plus BPO. The NasscoRerspective 202@eport data is
on a calendar year basis while the Nass&trategic Revievdata on the IT industry in India is given on aéiks
year basis.
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services will contribute 40 percent of the addresanarket. In business services, call centers,
BFSI non-voice services and finance & accountinly @@mprise 55 percent of the addressable
market).

Growth and transformation of global sourcing

Two sets of spending forces linked to the globabneenic slowdown have impinged on
offshoring of services to emerging market econornmeke short and longer term.

On the one hand, growth in global spending on sofwand IT-BPO services decelerated and
even declined in some markets after September 2I018.was also reflected in a slowdown in

the offshoring business. These trends were paatigupronounced in financial industry related

services— a major source of revenue for severgelardian and foreign companies operating in
India. The major impact of the slowdown was felthe financial sector in terms of discretionary

spending in particular, while several other sectord maintenance and other mandatory work
suffered less. Given the way in which the globaldturn unfurled after September 2008,

passing on its impact from sector to sector, serpioviders begun to feel its presence in the
declining demand and billing rates. Existing clgelsbught to re-negotiate current offshoring
arrangements and postpone decisions to make newitorants.

Furthermore, it should be noted that there wereyn@asses in which offshoring operations were
scaled down or terminated due to unsatisfactorgamés and security concerrsso, there
were cases in which new IT systems or automatisalted in scaling down or terminating of
offshoring agreements.

On the other hand, the global economic slowdown mlil pressure on companies across
industries to reduce costs. In some cases thitedsn more offshoring. However, as in the past
cost-management was not the only determinant ofi¢fogsion to source globally—other factors
included security and control issues, corporatesa®ts to focus on core activity and hence sell
out or offshore non-core activity, and the assessmiecompetency and quality (Mitra 2007a).

Moreover, as the global slowdown recovery phaseldatl many offshoring business clients
shifted their focus from technology that could lewest and improve IT and business efficiency
towards a greater emphasis on technology that ertheir business to grow.

Furthermore, India and other emerging market ecoemiare rapidly developing “new” domain
competencies — global service delivery of educatimalth care, legal and accounting services,
bio-informatics, engineering and green tech forngxa. Also, they are getting access to new
offshoring enabling software and connectivity sioiis — recent examples of the latter being
the growth of broadband GSM and high resolutioregidonferencing. Moreover, it should be
noted that India gradually is developing into a engjlobal hub for R&D in IT and other areas.
One of the salient features of the 2000s was rapmhansion in the scale and scope of MNCs
offshoring of R&D work to India and China. This ticeis poised to continue in the 2010s and
beyond (Mitra 2007a).

Finally, the number of persons with higher educgtincluding those with skills applicable to
the IT-BPO sector, is expanding considerably inidndChina and other emerging market
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economies. This points to the fact that developingntries are catching up with advanced
industrial economic in higher education, high temlbgy industry and other aspects, that is, the
so-called competency equalization trends (Mitra7200In parallel with this fact, unfavorable
demographic trends, namely high number of eldedsspns, presage to the fact that advanced
industrial countries will have substantial shor&ge T and other skilled categories for several
decades to come. All of the above are factors atolig the scope for expansion of offshoring of
IT-BPO services to developing countries.

6.3 Strengths, weaknesses and the need for transfgtion
Strengths and weaknesses

The IT-BPO services industry in India has provestlft resilient in dealing with uncertainty,
volatility and the need to develop new businessnesgs. This track record has been manifest
for more than two decades now, including the timh@éhe dot-com investment bubble burst
around 2001, and the global economic slowdown f&aptember 2008 onwards.

Several factors indicate that the IT-BPO industryndia will grow at double digit levels during
the 2010s: the expanding scale and scope of huresounces and institutions capacity,
improvements in the country’s overall investmeninete as well as the development of new
technologies, business segments and geographiéssoaon. There are major opportunities to
develop the offshoring business and to expand e af ICT-related technology for the
development of the domestic economy, especiallgesonly a small fraction of these potentials
have been tapped till now.

Furthermore, it can be argued that the IT-BPO itrgutndia continues to underperform
compared to its existing potential. This fact canalttributed to a number of factors, such as the
limited progress in expanding and ensuring quaBtgndards in the education system,
weaknesses in infrastructure, and implementationegél, regulatory and other governance
reforms at the central and state levels. This appiot only to tier 2 and tier 3 cities but also to
tier 1 cities, that is, India’s major IT-BPO indystenters such as Bangalore, the Delhi-NCR
area, Chennai, Hyderabad and the Mumbai-Pune @vitra 2009c). Also, a majority of Indian

IT firms have no or only little experience in R&MDditechnological innovation.

The linkages between higher education and the teigimnology industry in India is by and large
unsatisfactory or weak (Bashant and Mukhopadhya39p0The IT industry has been in the
forefront for demanding changes to the educationgiculum in India, since their perception of
the quality of the existing graduates is mixedaw.| According to a Nasscom-McKinsey report
published in 2005 only about 25 percent of tedhingraduates and 10-15 percent of general
college graduates are suitable for employment ie difshore IT and BPO industries,
respectively (Nasscom-McKinsey Report 2005). Theamd other industries have, however, in
part been able to compensate for this type of wesdkithrough investment in on the job training
or other educational schemes. The large IT-BPOsfiave substantive training programs and
recruit not only from Indian education institutiomst also internationally. Hence, while there are
major weaknesses in many parts of the educatiaersybdia’s key comparative advantage in
IT-BPO industry development is the availabilityafarge pool of human resources.
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The key strengths driving IT-BPO industry growthlindia thus continue to be entrepreneurial
dynamism and the access to a large pool of skiladpower at comparatively low costs. This is
reflected in the fact that India ranks as numbex among developing countries in terms of
offering a favorable setting for offshoring of ITPB serviced® Nevertheless, the expansion of
the industry in India is constrained not only byakeesses in infrastructure and the overall
guality of the education system, but also by higkte and inadequacies in living conditions,
namely the cost of quality real estate, environ@let¢gradation and poor public services. Much
of the Indian economies competiveness is negatigffgcted by weakness in public sector as
well as corporate governance as illustrated by e@ne&nd sometimes poor performance in terms
of reliability and other aspects of trust and bass ethics. All of these weaknesses have
continued to hamper the scope to expand the IT-BRGstry in India. A large number of East
Asian and other countries are well ahead of Indigerms of overall infrastructure developments
and ease of doing business (World Bank and IFC 2009

Continuous need for transformation

As shown earlier in this study the IT-related indyshas undergone several phases of
transformation in the 2000s and earlier. Principators driving this transformation have been
changes in demand and supply and coupled with ehamgechnology, business processes,
human resource and institutional capabilities, pubpblicies and more broadly the overall
investment climate. The 2010s and beyond is poigedmply new phases of radical
transformation in the scale and scope of the ITSTldustry operations and the role of IT based
technology in India and globally. As in the pabistwill entail a paramount need to reorient the
industry in terms of vertical and horizontal teclugy platforms, geographical markets and
thereby related human services, industrial orgdiizand corporate strategy requirements.

India’s comparative advantage in the offshoringied IT-BPO services industry development
can be described in terms of the so-called ther{adutrage “model” in which low cost for
human resources was a central component. It is aftgued that the old version of the labor-
arbitrage “model” gradually will prove to be unalite deliver the same result as it did in the
past. One of the prime reasons given for this & #hlarge number of other countries have
entered the offshoring IT-BPO services businessasal can offer access skilled manpower as
at competitive costs. They are gradually develogngjgnificant industry for IT-BPO services
and they have proved worthy contenders to Indidenms of costing, numerical skills and
linguistic requirements as well as offering geobiepproximity advantages. The latter is
illustrated by the North American offshoring marketing served from Central American
countries, the Western European market being sefinoed Eastern Europe and the Japanese
market being served from China.

While India is in an advantageous position to buitdits existing strengths — the size of its
skilled pool of human resources and costing adgga pressures are mounting to modify this
of the labor arbitrage “model”. This modificatiomplies that India’s competiveness to a greater
degree emanates from scale, quality and innovatspects in addition to costing. Furthermore,

8 While a large number of other countries are exjrantheir IT-BPO services industry, India continuesrank
well ahead of its major competitors — developingrddes such as China, Malaysia, the Philippinesxikb, Egypt
as well as the East European countries — as adaosf offshored IT-BPO services (A.T. Kearney 2009
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unlike the 1990s India’s comparative advantagehi@ 2000s and beyond is poised to be
manifested not only export but also the scale awmpes domestic market developments. Also,
unlike the 1990s Indian firms have become increggiglobal as they deliver services not only
from India as well as other locations.

Moreover, it is important to note that India harst mover advantage in many aspects of the
business of offshoring of IT software and servieesl BPO to developing countries. The

magnitude at which Indian based companies has og®el the scale and scope of their

operations in India and internationally is hard $amaller emerging market economies to match.
India continues to have the largest pool of skillesihan resources along with China. Indian’s

along with other Asians people play a central edemployees in IT and other knowledge-based
industries worldwide. Also, the IT-BPO industrylimdia has swiftly moved into newer business

niches. It has gradually developed new competeradtasugh with much of the focus being on

the lower and middle end of the value added chiiman be argued that there are ample
opportunities for the IT-BPO industry in India teweélop new business niches both at the lower
and higher end of the value chain and across a ridge of verticals. There is, however, little

room for complacency in a rapidly changing and cetitipe environment.

6.4 Growth scenarios: India 2020: IT-BPO industry gowth vision
Considerable overall expansion with domestic growmtiatching exports

Drawing on the analysis in previous chapters thisl\sidentifies three major growth scenarios
for the IT products and services industry and tiR©Bsector in India for the 2010-2020 period
(figure 6.1 and table 6.15.

« A. The low growth scenario:IT-BPO industry revenue reaches US$ 185 billion
level by 2020 out of which exports accounts for blllon while the domestic
market accounts for 45 billion. This implies an&sgplly substantive deceleration
of IT-BPO industry growth compared to the 2000s.

% B. The medium growth scenario:IT-BPO industry revenue reaches the US$ 255
billion level by 2020 out of which exports accouties 200 billion while the
domestic market accounts for 55 billion. This implithat IT-BPO industry
growth reaches a CAGR 14 percent in the 2010-2@2{g — a comparatively
moderate deceleration compared to the 2000s.

% C. The high growth scenario:IT-BPO industry revenue reaches the US$ 350
billion level by 2020 out of which exports accoutits 270 billion while the
domestic market accounts for 80 billion. This ireplithat overall IT-BPO
industry growth will grow at comparatively highextes but the CAGR will still
not reach the 2000s level.

““This scenarios section in this paper also drawthier work by the author including analysis of mitgive
scenarios for IT-BPO industry growth and structurahsformation undertaken in 2002 and 2006. Thti®eis
based on the authors’ economic forecasting modsd pl special qualitative assessment of factorandriand
constraining industry growth including findings emaged from semi-structured interviews.
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The medium growth scenario appears to be mostyli&et hence it is viewed as the base line.
This scenario assumes a gradual but robust recomettye global economy and IT spending

levels in India. It is, however, hard to forecalstbgl IT spending and sourcing markets. Also, it
is hard to predict the implications of the emergemd new technologies, and changes in
infrastructure and labor markets. Hence, the walege in the projected outcomes presented in
this study.

All three scenarios point to major transformatioeapansion in the IT-BPO industry. They
project that much of the dynamism in IT-BPO indystevelopment in India will continue to be
driven by the offshoring-export business. Howeuatjke the 1990s the rate of growth in the
domestic market may well be at par with or higheantin exports. The size of the domestic
market will be substantially larger than in the @90Nevertheless, the actual size of the export
business would continue to be several times laitger that of the domestic market.

The number of persons directly employed in the HEBindustry would increase from 2 million
in 2009 to 9-10 million in 2020 according to thednen growth scenario — a number which
would be substantially larger if it also included hardware, telecommunication, broadcasting
and other ICT sectors. Despite the expansion, TRBRO sector, narrowly defined, would,
however, not even closely match that of the goodsufacturing industry or agricultural sector
in terms of employment. Revenue earnings per erggloyould, however, continue to be
substantively higher in the IT-BPO industry as camgo to most other service or goods
producing industries. Hence, the IT-BPO industisfgre of GDP is likely to be well over 7
percent and its share of India’s exports could iezs-30 percent in 2020 as per to the medium
growth scenario, that is, the IT-BPO industry edahg IT hardware, the telecom and
broadcasting sector.

Figure 6.1 IT-BPO industry growth scenarios for Inda vision 2020(US$ billions)
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Source:The author.
Note:IT-BPO industry defined as IT services, softwaredpicts, engineering services and the BPO sector.
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Scenario assumptions
Four key assumption dimensions

Any prediction of the future is inherently precaso Trying to understand and provide long term
visions has, however, proved useful to industry agams, government decision makers and
others. This is illustrated by the significant imfamce that strategic thinking has played in the
development of the IT-BPO industry in India anceelkere.

The projections presented in this study have besmivetl based on assumptions covering a
number of interrelated dimensions, namely:

» First, the international environmental context alfdBPO industries export
growth opportunities. Key aspects discussed heee tlaat projections differ
depending on the international economic environmam India’s role in the
offshoring business.

» Secondly, the domestic economic environment condéext IT-BPO industries
domestic market growth opportunities. Key aspecese hinclude different
assumptions for growth in GDP and IT-related spegdi

* Thirdly, crosscutting dimensions such as extermal domestic market industry
linkages, human resource, technology and industriganization developments
and network developments. Here the principal fosuglifferent assumptions
regarding human resources. Also, infrastructure whnology development,
industry finance and ownership, industrial clustgristrategic alliances and other
network issues are noted briefly.

* Fourthly, the response by key stakeholders. Kega@sphere include government
policy and corporate strategy responses. Thesengdiomes are covered in more
detail in chapter 7.

A concave growth path — why and when?

The targets of IT-BPO industry growth presentethia study may at first sight appear ambitious
but are, in fact, rather modest if compared to gkeegormance in the past. According to the
medium growth scenario, total revenue would neegtdav at a CAGR of around 14.3 percent to
achieve the US$ 255 billion target in 2020. In thigh growth scenario the CAGR would be
around 17.6 percent. These growth rates are signifly lower than what has been typical in the
1990s and 2000s (table 6.1).

The trajectory for total revenue growth of the I&sbd services industry in India in the past
decades suggests a concave growth curve, thaedsing aside short term fluctuations in

business cycles such as the slowdowns around 2@D2Q09. There are, however, differences in
terms of the domestic and external market perfoomas noted in chapter 3. Moreover, there
are significant variations in the growth patterm tbfferent business segments, one example
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being the fact that the BPO offshoring industrymsich younger than the IT software and
services industry.

If the concave pattern of total revenue growth patern that is typical for most industries —
prevails in the 2010s, it would point to the likelod of a deceleration of IT-BPO industry
growth rates in the 2010s and later, that is, lggaside the fact that some geographical markets
and some business lines will perform significamityrse or better than others.

The fact that the rate of growth in export was esly high in the 1990s compared to the 2000s
can in part be explained by the fact that it iSexa® achieve high rates of growth in revenue
(and employment) when starting from a low base @spared to when the market and the
industry becomes more matured. It is, however, @mbnclude when the rate of growth of an
industry, or part of it, starts declining signifitly. In many so-called multipurpose technology
industries such as electricity and petrochemicalgutomobiles, aerospace, telecommunications
and broadcasting it has taken considerably mone $i®ayears before there was a major decline
in growth rates. The latter may well be the casenfach of the IT-BPO industry in India. The
Indian domestic IT-BPO industry and export-orient8BO, software product development,
engineering and other R&D intensive services egfigcare still in a fairly early phase in
developing these potentials.

Saturation in addressable demand may not be tmeipai factor leading to deceleration of
growth in the IT-BPO sector in India in the foresiele future — both offshoring and domestic
markets are poised to continue to have considegioith potential in the 2010s and 2020s.
Rather, the prime reasons for a gradual slowdovwgromth rates are likely to be the availability
of skilled human resources and in keeping with gkeeral economic competitiveness or the
overall business environment in India.

Saturation in addressable demand is unlikely tthbeorincipal factor leading to deceleration of

growth in the IT-BPO sector in India in the 2010&l &eyond. Rather, the prime reasons for a
gradual slowdown in the industry’s growth rates pogsed to be insufficiencies in the supply

and inadequate use of skilled human resources thasvéhe overall economic development and
business climate developmenits.

*0 This argument is valid for most industries. Indigstican continue to growth rapidly in one or selveoantries as
long are they maintain a competitive edge overrstegen in situations when global demand is shmigpki
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Table 6.1 Growth record and scenarios for India: IFBPO industry revenue growth

Export market | Domestic market Total Total revenue
(Growth %) (Growth %) (Growth %) | (US$ billions)
Historical record
1992-93 to 2000-01 (CAGR % 51}4 37.4 46.5
2001-02 to 2002-03 (CAGR % 26.7 12.2 23.3
2002-03 to 2007-08 (CAGR % 32|3 35.6 33.0
2003-04 28.2 52.1 30.p 17
2004-05 38.4 24.8 35.p 23
2005-06 36.6 39.1 37.p 31
2006-07 29.8 22.4 28.p 40
2007-08* 28.7 41.9 314 5p
2008-09* 14.6 7.0 12.9 59
Scenarios for 202qQCAGR %)
Low growth 10.6 12.3 11.0 185
Medium growth 14.2 14.4 143 285
High growth 17.4 18.4 17.6 350

SourcesHistorical data on growth are the author’s calttais based on US$ revenue earnings as reporerious
issues of thé&trategic Revieyublished by Nasscom and subsequent updates. iBcprgections are based on the
author’s work.

Note: IT-BPO industry is defined as IT service includieggineering, software products and the BPO sector;
hardware and telecom are excluded. Sharp annubétions in domestic market revenues are pariya@xed by
changes by change in employment remuneration larelsforeign exchange rates. The sharp rise irddmeestic
market in FY2003-04 was added by US$ currency meverrand rise in the public sector wage bill. FY2a@and
the later part of FY2008-O%vere atypical due to contraction in worldwide ITeading. Also, there is considerable
uncertainty regarding what global and India spedifirBPO industry growth will be in FY2009-10 an¥Z010-11.

A major negative or positive deviation in the exjgelcoutcome for these years could result in thagiiowth targets
for 2020 are achieved significantly later or earlitBased on provisional data; as per July 2009 shas’s
provisional annual growth estimates for FY2008-G&W6.3 percent for exports (Nasscom 2009d).
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Box 6.1 India 2020: IT-BPO Vision:Synopsis of growth projections and assumptions

Low Growth Scenario
Projections for 2020: Total IT-BPO industry revenue $ 185 billion; Exports $ 140 billion; Domestic market $ 45 billion.

Key assumptions:

« Export opportunity: This scenario assumes a protracted grave global economic slowdown with substantive protectionist trends
and with the rate of growth in worldwide IT spending and offshoring not even closely recovering to pre 2008 levels. It predicts a
sharp decline in the rate of growth for Indian exports of IT as well as BPO services and limited progress in developing other
verticals than banking & finance.

* Domestic opportunity: IT-BPO market growth rates decline markedly as the overall business climate deteriorates and India’s
GDP growth rate falls below 6 percent. Limited progress in developing inter- and intra-industry linkages.

» Crosscutting issues: IT-BPO industry employment growth slows down to a CAGR of around 10 percent. Development of
industrial clustering and hubs is much constrained. Indian firms’ growth is mainly organic and foreign investment decelerates.
» Policy response: Sluggish progress in legal & regulatory regime, infrastructure and the education system.

B. Medium Growth Scenario (base line and most likely)
Projections for 2020: Total IT-BPO industry revenue $ 255 billion; Exports $ 200 billion; Domestic market $ 55 billion.

Key assumptions:

* Export opportunity: This scenario assumes a gradual and robust worldwide recovery from the global slowdown in which
worldwide IT-BPO spending and offshoring picks up significantly from around 2010 and onwards. It predicts that Indian export
revenue in IT-BPO services will recover rapidly and will sustain considerable growth levels both at the lower and higher end of
the value chain and in several verticals other than banking & finance.

* Domestic opportunity: IT-BPO market growth will be substantive and India’s average annual GDP growth would be at the 7-8
percent level. In the domestic market, IT spending share of GDP would increase significantly. Significant progress in developing
inter- and intra-industry linkages.

» Crosscutting issues: IT-BPO industry employment grows considerably but shortage prevails in terms of higher end technical
and managerial expertise. Significant progress in development of several industrial cluster and hubs. Indian firms growth
continue to be primarily organic but also increasingly through M&A,; significant expansion of foreign investment activity including
offshoring of R&D.

» Policy response: Average progress in legal & regulatory regime, infrastructure and the education system.

C. High Growth Scenario
Projections for 2020: IT-BPO industry revenue reaches $ 350 billion: Exports $ 270 billion; Domestic market $ 80 billion.

Key assumptions:

* Export opportunity: This scenario assumes a rapid and robust worldwide recovery from the global economic slowdown followed
by a long period of substantive growth in the world GDP, trade and foreign investment and IT spending. It predicts that Indian
exports of IT-BPO services will grow rapidly with a expansion at the low end as well as major expansion at the medium and
higher end of the value chain and across a large number of verticals.

» Domestic opportunity: IT-BPO market growth rates accelerate to levels well above the 2000s as India’'s GDP growth rates
average over 8 percent. IT spending share of GDP increases at rates comparable to the 2000s. Major progress in developing
inter- and intra-industry linkages.

» Crosscutting issues: Rapid growth in number of employees in the industry aided by major expansion in the higher education
system but shortage prevails in terms of high end technical and managerial expertise. Rapid progress in developing both
production and innovation-oriented industrial clusters and hubs. Indian firms’ growth continues to be primarily organic but also
substantively through M&A; rapid rise in foreign investment and strategic alliance activity incl. offshoring of an increasingly wide
range of research & innovation work.

« Policy response: Accelerated progress in legal & regulatory regime, infrastructure and the education systems.

Source: The author.
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Export growth opportunities and the overall intertianal environment

A detailed analysis of the assumptions underlyihg tstudy’s IT-BPO industry growth
projections is given below. They are also summadrirebox 6.1.

The overall international business context

The global economic environmeiithe medium growth scenario assumes a gradual Gt
worldwide recovery from the global slowdown in whiaevorldwide IT-BPO spending and
offshoring picks up significantly from around 201@-and onwards. In contrast, the low growth
scenario assumes a protracted and increasinglye grmbal economic slowdown. It would be
too presumptuous to rule out risks of further ibsiy in the global financial system, a
considerable protectionist wave or other majorugisons in the global economy. This indicates
the possibility that the world economy could endeurseveral rounds of crisis in the next few
years as was the case during the great depressitinei 1930s. While parts of the Indian
economy may be lesailnerable to such crises than most other countmesh of the export-
oriented sectors would be seriously affected byhsamegative development. Conversely, it
cannot be ruled out that the world economic outfareign investment and trade will recover
quickly and will show robust growth throughout th@10s. This type of development points to
the possibility of the high growth scenario for thieBPO industry in India.

Overall global IT-BPO market siz&he external market assumption in all three scenasi that
worldwide IT and sourcing spending (the addressaideket) will grow at a lower rate in the
2010s than what it did in the 1990s and the 200@2Period. The rate of growth would,
however, be significantly higher in the high growttenario compared to the other scenarios.

The global addressable market for the IT-BPO ingustpoised to grow but it is hard to predict
how fast it could grow at the aggregate level amehemore so in terms of specific industrial
segments and geographies. The rate of growth antgpasition of global IT spending and
sourcing growth depend on a number of interreléetbrs such as worldwide overall economic
output, trade and investment trends and policy ld@weents. Also, it hinges on the development
of new business processes and technologies.

IT spending by countryAs noted in chapter 2, global IT spending growtls baen high for
several decades and the growth of spending onaffglhas been especially pronounced since
the 1990s. As per the advanced industrial counthiesate of growth in IT spending has slowed
down in line with the fact that their GDP growthvieadecelerated and the IT-spending shares
already reached high levels. There is, howeverimoad demand to introduce new technologies
and improvement in business processes. Moreovere tre continued opportunities to expand
the offshoring from developed countries in a widege of business segments and geographies.

The situation in the developing world differs gigatompared to the advanced industrial
economies. It is, indeed, reasonable to assumethieatate of growth in IT spending will
continue to be considerably higher in emerging maekconomies than in the advanced industrial
countries in the 2010s and beyond. Many developowuntries are expected to continue to have
comparatively high GDP growth and there is considier scope to increase the IT spending-to-
GDP-ratio.
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Competing for market shar&he low and medium growth scenarios assume thka s1market
share in terms of the business of offshoring IT-B&vices to developed countries would
decline by about 8 percent as China and other engeegonomies expand their exports of IT-
BPO services. The high end scenario assumes tthafdrpresent market share in the offshoring
to developing countries will decline by around 5geat. Nevertheless, the total business volume
of the India based IT-BPO industry would continaericrease due the overall expansion of the
total global offshoring business market size. Alsshould be noted that Indian firms are poised
to continue to expand their operations emanatiom ftheir subsidies and strategic alliances in
developed and developing countries.

Moreover, in the medium and high scenarios it suaged that India would make considerable
inroads in the sourcing operations which take plaetsveen advanced industrial countries, that
is, especially cross-border sourcing among Europsamtries. It should be noted that cross
border sourcing of IT service, product developmand R&D continues to be dominated by
sourcing from one advanced industrial country tother. If Indian based firms are successful in
making a substantive inroad in this cross-borderketait would more than compensate for a
decline in India’s share of offshoring to develapoountries.

Furthermore, there is considerable potential falidrto export to a large number of advanced
industrial economies and developing countries,uiticly non-Anglo-Saxon markets. The IT-

BPO industry in India derived 79 percent of itseewes from the United States and the United
Kingdom, and about 41 percent of its total reveniuesh the BFSI sector (most of the latter

emanating from the two Anglo-Saxon majors) in FY20These markets can be expected to
continue to grow both in scale and scope, thadfter the global economy recovers. It is,

however, apparent that the IT-BPO industry in Irelso needs to continue its efforts to develop
business with other countries and in other se@ergell. The Indian IT-BPO industry has low

penetration levels in certain geographic regionscwlaccounts for a significant share of the
global market. It has therefore considerable sdmpexpand its exports to a wide range of
industrial and developing countries. The IT-BPO usidy in particular, has considerable

potential to expand the scale and scope of opeasatio non-Anglo-Saxon markets, including

continental Europe, Japan, China and other Asiamtces which represent considerable long
term business opportunities.

Sector and niche specific export growth opportesiti

While overall worldwide IT-BPO spending is poisedgrow the IT-BPO industry will continue
to show considerable variation in growth rates depey on the business segments. It is hard to
forecast the scale and scope for long term growthifferent business segments. For the purpose
of this report it suffices to say that the 20108 erntail significant growth opportunities for Iradi

in IT service, software products, engineering R&ii dhe BPO service sector and also for the
IT hardware and telecom sector. The expansion imdUstry related products and services will
cover an increasingly wide range of sectors and tyjpcustomers. The BPO industry is yet to
establish itself more significantly in many busseggments of the corporate and public sector.
Also, much remains to be done in developing th&P® industry’s potential at the higher end
of the value added chain, namely software prodawctsengineering development related R&D
and the knowledge processing market.
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Verticals such as government, healthcare, construand utilities are hitherto under-penetrated,
with only 1 to 3 percent of the total Indian IT-BR@&venues coming from them (Nasscom
2009a). The requirements in these verticals havieet@ddressed with specifically developed
solutions. Also, there is major long term scope expand the offshoring business in
biotechnology, energy-environment-climate changdated applications, innovation in

engineering and automation.

India has substantial scope for IT-BPO industryasmgion both at the low and high end of the
value chain. It is important to note that theretoares to be major opportunities for growth at
the low end across a wide range of verticals. it t@wever, be argued that sustaining high level
growth in the IT-BPO industry increasingly will m®ntingent on the expansion of R&D and
innovation. India does, indeed, have a potenti@nerge as a major global center of offshoring
of ICT software and hardware product developmentkwdbiotechnology, pharmaceuticals,
engineering other industries in which IT and R&Ryd an especially central role.

Conclusion.Rapid worldwide expansion in IT-BPO spending afighmring in particular has
been a salient feature in the international econfungver 20 years. This general trend is poised
to prevail leaving aside transitory downswings hie global economic growth and trade. This
implies continued good prospects for exports oBHO services from India and other countries.

The outcome of this study’s three scenarios wilingrily depend on the overall growth in IT
spending and the worldwide offshoring busines&ddition, and to a lesser degree, it would also
depend on how India fares in competing with othlermtries. First of all India needs to offer an
offshoring value proposition that is more attraetihan the option to source IT-BPO services
onshore (domestically) or within the groups of athed industrial countries. Secondly, India
needs to compete as well as collaborate with amasing number of developing countries with
ambitions to develop a sizeable IT-BPO industry.

India will have major opportunities to expand tlealse and scope of offshoring of IT and a wide
range of other services well beyond the 2010ssting, access to competency and other factors
implies that the offshore IT-BPO services delivémgodel” can be expected to result in
continued substantive growth in exports of IT-BR&vies from India. The scale and scope of
the offshoring business will, however, continuoustylergone major change.

There are ample opportunities to expand the glsbalcing of services beyond the currently
dominating geographies and verticals, namely théednStates and the banking & financial
services sector. However, resumption of revenuevtirao levels akin to those prior to

September 2008 is contingent on an overall robedvery in global IT-BPO spending. Also,

the pattern of growth in the IT-BPO industry in i@dwill be increasingly affected by the

expansion of this type of industry in other cousgri This includes China, the Philippines and
other countries from which India will be facing cpetition in the offshoring business.

IT-BPO companies in India will have multiple opparities to expand their export of IT-BPO
services to a wide range of advanced industriahtaas and also to emerging market economies
in Asia and elsewhere. While India is facing greatempetition from developing countries in
the global market place for offshoring, it is pléls that the opportunities for Indian based firms
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to invest in and export to developing countried wénerate more business than what possibly
could be lost due to new competition for developiogntries.

The fact that India and China have the largestgobpeople with higher education point to the
fact that they are likely to retain their leadingsfions in global IT-related sourcing to
developing countries. Also, it should be noted tlmatia and China are well ahead of other
developing countries in terms of housing severaddT companies (indigenously controlled
firms as well as foreign MNC subsidiaries) with tegpacity to carry out complex multi-billion

dollar projects and to operate globally.

Barring down side risks, such as a surge in prioteisin, major technological disruption or a
long lasting deep worldwide recession, it can lpued that the long term historical structural
shift towards an expansion of global spending ofBPO, and offshoring in particular, will
prevail. This will result in substantive opportued for India in exports as well as domestic
market related developments. ICT is poised to renas a sunrise industry driven by new
technology and the scope to expand across geogsaphd wide range of applications.

Domestic market opportunities and the overall domegnvironment

The overall domestic market growth context

The domestic economy is assumed to be charactdyzednificant expansion in IT spending in
the 2010s. The rate of growth does, however, vaggifcantly in the three scenarios. The
medium growth scenario assumes that substantiwetigio the domestic IT-BPO spending and
that India’s average annual GDP growth would biat7-8 percent level. Domestic IT spending
share of GDP would increase significantly. The hggbwth scenario assumes that the domestic
IT-BPO market growth rates accelerates to leveld almve the 2000s as India’s GDP growth
rates average over 8 percent and IT spending sa®P increases at rates comparable to the
2000s. In contrast the low growth scenario assutmaisthe domestic IT-BPO market growth
rates declines markedly as the overall businessatdi deteriorates and India’s GDP growth rate
falls below 6 percent.

All three scenarios do, however, also have comneatufes. They assume that rising income is
to be a principal determinant of growth in IT-BP@ending. Also, the expansion of the

domestic IT-BPO market will be much affected bymimin technology, such as more powerful
and affordable hardware and software solutions wigjor growth potential both in urban and

rural areas. Also, part of the domestic markeikisly to become increasingly sophisticated and
the billing rate differential between the exteraatl local market are poised to narrow down.

Furthermore, as the domestic market for telecom @hdr ICT services has become large, it
appears increasingly feasible to also developeabie hardware industry that is, barring logistic
and other impediments. As India is catching upelaghone and computer density it is emerging
as the largest market of telecom and computerecla&rdware equipment and software products
in the world along with the United States and ChiMach of these requirements are likely to
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continusci to be met by imports but there is, indeedsiderable scope to expand local production
as well:

Finally, it should be noted that the slowdown iolll demand after September 2008 has given
IT-BPO firms based in India greater incentive tou® on the domestic market. This is reflected

in rapid expansion of IBM, Accenture and Wipro’swkstic market business. Also, it should be

noted that companies that are heavily oriented tdsvaxports are giving greater attention to the
domestic market, Infosys, TCS and Wipro being praxamples.

Sector and niche specific domestic market growtfodpnities

The domestic market offers a wide range of oppdiiesfor the IT-BPO industry in terms of the
private sector, the government and at the houseadrdlividual level. This includes application
such as e-governance, finance, banking, insurapostal services, media/entertainment,
education, health, public transport, energy anerotiilities management including investments
in clean/green tech.

Three “new” areas received special attention inQ2@rst, the launch of the national ID card
projected under the aegis of the Unique IdentiicaAuthority of India (UIDAI) is envisaged to
have substantial “spillover” in e-government andusiness and also in improving rural
broadband connectivity. Secondly, aero-space anavide range of defense IT-related
applications. And thirdly, the emerging interesttire greater use of IT-related products and
services in the areas of green or clean tech ssiah the use of IT in energy management (e.qg.,
smart buildings), supporting behavior changes l{igest public transport systems) and so on. It
is commonly assumed that such investments will farsubstantial portion of investment in the
2010s and beyond.

Furthermore, there is considerable scope for mumevation targeting the domestic market. It

should be noted that India already has a signifiteatk record in technology and business
process innovation for the domestic market — sohvehach subsequently resulted in exports not
only to the developed countries but also to thestiging economies which find Indian solutions

in line with their special requirements. The mediwand even more so the high end scenario
assumes, that substantive progress will be mattesmespect in the 2010s.

Conclusion.The fact that India still is in an early phase e¥éloping the domestic market for
IT-BPO points to a major growth potential. Whilalia has emerged as a major exporter of IT-
BPO services, the domestic use of such servicasilidimited if compared with East Asian
countries, for example. This is reflected in low papita penetration rates for PCs and Internet
use.

®! The domestic ICT hardware and telecom servicesaréncluded in the scenarios presented here, ftawever,

important to note that they also are poised to ghawpidly and that this development is relateth®expansion of
the domestic IT software & services and BPO maakatoted above. Projections for the domestic ITstry would

be significantly higher if IT hardware and telecsarvices were included.
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A number of factors point to a major long term moied to develop the domestic market.

* Income levels are increasing resulting in an exjpansf domestic ICT-related
spending. Also, the number of persons with bastt lagher level education and
computer literacy is large and increasing.

* The overall economy is being transformed with argjrgrowth in urban service
sectors with high usage of computers, Internetathdr ICTs and from the 2000s
onwards also rapid growth in use of wireless tedeyghand other ICTs in rural
areas as well. Examples of applications with mgjawth potential include e-
health, e-education, mobile and other e-bankingtswis and a range of other e-
government applications.

* The introduction of new and more affordable andt-edfective hardware and
software and the wide spread use of increasinghhisticated wireless telephone
and computers solutions with broadband point toomapportunities for rapid
growth in the domestic IT-BPO market. India appgaoised to have more than
800 million people with mobile phones before thary2015 many of which are
having mobile devices with Internet and computiagabilities at par with what a
basic personal computer has today.

» Entrepreneurial dynamism resulting in increasingdpid adoption of foreign
technologies as well as indigenous technologicall dusiness processes
innovation to serve the domestic market needs wutisequently could result in
exports.

All of the aspects discussed abow#él have major implications for the transformationh the
Indian economy and its international interface.

Linkages: export and domestic markets, intra andenindustry
Links between domestic and export developments

As outlined earlier the evolution of the IT-relatedlustry has gone through several phases in
terms of the focus on domestic versus the exporkehand the interface or “linkages” between
the two. First, prior to the mid 1980s was a timeew the IT-related development focused on
servicing the need of the domestic market — duthig time potential benefits from export-
oriented industrial development were minimum anckifpn investment was much restricted.
Secondly, the primarily export-oriented phase filabte 1990s to the late 2000s — a time when
some argued that the domestic market was neglectéaiat the linkages between the export-
domestic markets were deplorably weak. Thirdly, pleeiod from the late 2000s onwards in
which there is considerable scope to develop isongly multi-facetted linkages between the
external and domestic market and thereby relatstitutional capabilities, knowledge and other
networks, managerial and technical skills.

In the 2000s it become increasingly clear thatdéeelopment of the domestic market been by
aided by the rapid expansion of the IT-BPO expadithess — the latter implying that India now
has a large pool of skilled manpower and entrepnenhat can foster rapid development of the
domestic market. The export-oriented industrial acay building since the late 1980s has
resulted in building technological and manager@hpetency much of which can be beneficial
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to the development of the domestic market. Coniigrselarge domestic market development,
with significant degree of innovation in technolognd business processes can open new
avenues to expand exports.

Intra-industry linkages among ICT industries

The intra-industry linkages in the IT software &\8ees sector and other major ICT industry
sectors, namely telecommunications, Internet canngg broadcasting and media industry
became more significant in India only in recentrgedhis characteristic can be traced to the fact
that the ICT industry only gradually reached a ecahd scope of operations that allowed
forward and backward linkages to develop. As tltistry developed in India it became feasible
to develop intra-industry linkages within the cayntThis development was further facilitated
by convergence of IT, telecommunication and otkAr-felated technologies.

Intra-industry linkages among ICT industries betiabecome significant in the 2000s. One key
example of this is the development of links betwtentelecommunication, media and other IT
industries. The hardware industry did, however, a@ncomparatively small and imports of
hardware and software became considerable. Thigriites the fact that the rapid expansion in
exports of IT and ITeS services in the 2000s wasmpanied by major increase in imports of
IT and telecom hardware. Intra-industry linkagesGi industries are poised to mature further
in the 2010s with links between the mobile telecamiwation, BPO-ITeS and other IT-related
applications being prime examples.

Inter-industry applications across various sectors

The use of IT across various sectors of the Ind@nomy become considerable in the 2000s but
much of the potential remained untapped. The 2@Higils major opportunities to strengthen
inter-industry linkages in terms of use of IT ag@swide range of sectors. An enhanced role for
IT in the Indian economy will imply wide-ranging pfications in inducing change in
organization structures and processes in the pri@atl public sector across different sectors in
the Indian economy. It will entail a transformatiohintra- and inter-sector linkages in goods
producing and service sectors by means of appigsitsuch as e-governance, finance, banking,
postal services, insurance, media/entertainmenigagn, health, public transport, energy and
other utilities management including investmenéanlgreen tech.

6.5 Crosscutting issues: human resources, technologand infrastructure, finance,
regulations, industrial organization, clustering ard networks

Multiple crosscutting issues

The growth projections and assumptions discussedeapoint to the importance of a number of
key crosscutting dimensions such as linkages (b®¥ed human resource, technology and
infrastructure, finance, the legal and regulatagnfeworks, industrial organization, clustering
and networks. Here the principal focus is on assiomp regarding the availability of human
resources as this is seen as a prime aspect thates@rmine the industries long term growth
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prospects. Also, infrastructure and technology tgraent, industry finance and ownership,
strategic alliances, industrial clustering and otietwork issues are noted briefly.

Human resources

The medium growth scenarios, and even more soitfredrowth scenario, assume that India’s
existing plans to substantively improve its edumasystem will be implemented to a significant
extent (Government of India 2008a). The number edpbe directly employed in the IT-BPO
industry would reach 9-10 million in the medium @tb scenario as compared to 6-7 million in
the low growth scenario and 10-11 million in th@higrowth scenario. Revenue earnings per
employee would increase only marginally in the lgnowth scenario, moderately in the medium
growth scenario and substantially in the high glosdenario.

The rate of annual growth of the available skilleaman resource pool is assumed to be lower
than in the past and this will lead to an overadiuction in industry growth rates in the 2010s. If
the IT-BPO industry continues to grow at the CAGRel of the 2000s, that is, around 25
percent, it would imply a need to employ closeite hundred thousand more persons annually
in the near future and almost one million per yiaahe latter part of the 20168 This is clearly
not feasible.

All three scenarios assume that the number of eyapl as well as revenue earnings per
employee will increase, although at varying rategach scenario. It is, however, unrealistic to
assume that the rate of increase employment caulasthigh as it was earlier; or that revenue
earnings per employee can grow drastically in thertsand medium term. Also, it should be

noted that periods when industrial growth outpaggsply of human resources imply risks for

excessive wage inflation and attrition as was #sean the 2004-2007 period.

Building a capacity to add %2 to 1 million people gear to the industry means that the output of
total employable engineers and other graduates halle to increase substantially. India
currently produces about 400,000 engineers annwéliyhich only about ¥4 are employable

(Nasscom-McKinsey 2005). Hence, availability of imegrs and other categories of well

educated people will be a significant bottleneckduse it is not easy to build substantial
educational capacity in a ten year period— if najhelse, because of the lack of qualified
teachers. The government’s ambitious plans to aobgely expand and improve the quality of

India’s higher education system are not likely tdfise. This reality can, however, in part be

compensated for by a scaling up of IT-BPO compames training schemes. Large IT-BPO

firms are assumed to substantively scale up thaimibhg programs and increase recruitment not
only from Indian education institutions but als@meét more Indian and non-Indian persons
educated internationally. Moreover, as Indian fitmesome increasingly global they are likely to
require more outside of India and expand by me&iMga.

Substantive expansion of IT services and BPO aiawer end of the end of the value added
chain will require a large number of people engimgebackground as well as persons with a

2 The incremental growth in employment, that is earyon-year basis, in the IT-BPO industry in Intiardware
excluded, has grown from around 150,000 in FY20B82e(close to 390,000 in FY2007-08 (Nasscom 200@kh a
earlier issues of NassconBdrategic Reviejy
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wide range of other skills and vertical-sector #igedomain knowledge. The number of persons
with higher education may be large but the qualittheir education is often poor.

Moreover, there is considerable scope for the ittgis undertake more R&D and other work.
The shortage of employable human resources is, Venwgoised to remain especially serious at
the higher end of the value chain. This is illustdaby the fact that India currently produces
7,000-8,000 PhDs and already faces severe shomageachers in its higher systems. The
number of qualified persons deciding to study awdkin knowledge-based industries abroad
continues to exceed the number of well educatemsdeturning to India from other countries
— the latter being a trend which accelerated &tgtember 2008.

In conclusion, the supply of skilled manpower, eastthan the growth in demand will be the
principal factor constraining IT-BPO industry gréwin India. The number of employable

graduates is not likely to expand at a rate reduicesustain the industry growth rates at the
levels of the 2000s. Also, there is consideralsk for erosion of competitiveness due to rising
wages and other costs coupled with insufficienbrgsf to educate technical and managerial
human resources need to develop new businessesnanolve productivity. There is, indeed,

considerable scope to expand the industry but tinean resource factor will constrain the rate at
which the industry can increase its operationsithd and internationally.

Nevertheless, the key strengths driving IT-BPO stdugrowth in India are poised to continue
to be entrepreneurial dynamism and access to a fargl of skilled manpower at comparatively
low costs. Average wage levels, that is, for lowd amdlevel staff, are likely to continue to be
well below that of advanced industrial countrieshi/ other countries also can offer skilled
manpower at low cost India is poised to remainléaeler in the offshoring of IT-BPO services
to developing countries in the 2010s. Only Chind #re United States will be able to match
India in terms of the size and diversity of skillaaman resources it can offer.

Moreover, in developing countries such as Indiarédf to improve education at all levels,
including basic literacy, is essential to enableren@idespread and effective use of IT-related
technology in the society. Increasing access tsquex with higher education is crucial for the
IT-BPO industry to be able to expand the scale soape of this operations within India and
internationally. Also, more investment IT-relatedmpetency is essential to enable business
process and technological innovation in IT indusisywell as in other sectors.

The advanced developed countries are likely to tamsdinued shortage skilled manpower one
key reason being unfavorable demographics as @ lpag of their population will consist of
elderly persons. Hence, growth in offshoring IT-BBOlikely to continue to be fueled by
shortage in local supply of skilled manpower anstgdevels in advanced countries.

In short, continued rapid worldwide growth and sfammation of the IT-BPO industry implies
that the availability of human resources will remaimajor factor constraining IT-BPO industry
development in both advanced industrial econormesdgveloping countries.

Technology and infrastructure
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As noted above several economic and technologicaddmentals point to continued growth in
worldwide IT-related spending and IT-BPO offshorimgthe 2010s and beyond. All growth
scenarios assume that rapid technological chandjecamtinuously transform the IT-BPO
industry throughout the 2010s. This will include mnceffective and affordable computers,
software and connectivity solutions which will tehorm the Indian economy as well as India’s
interface with the rest of the world. In short, @tb in global IT spending and the scope for
expanding sourcing will hinge on the development@iv business processes and technologies,
some with major path breaking implications suclvasless broadband and cloud computing.

Nevertheless, there are also a number of riskspwnter forces, which can have an effect on the
trends towards expansion in the scale and scopsowfting. They include automation and
process standardization which can reduce the soopggobal and domestic sourcing as well as
security and quality concerns. Moreover, weaknessesinfrastructure and real estate
development and high cost living coupled with eorimental degradation are poised to continue
to constrain IT-BPO industry growth.

Finance

The 2000s was characterized by extraordinarily pigifits and rise in stock market evaluation
in much of the IT-BPO industry; venture capitalustry took off but funding prospects for start
ups remained limited; and several Indian IT firned isted on foreign stock exchanges. The
2010s is liked to imply a number of changes suctmaderation in profit margins in much of the
IT-BPO industry; venture capital industry and pxdor funding start ups mature; and the
number of Indian IT firms listed on foreign stockchanges expands further.

Laws and regulations

Significant advancement in intellectual propertghti (IPR) and cyber laws were made in the
2000s but most of the judiciary system remainsficieht. Unless the overall efficiency of the
judiciary system improves significantly — reducibglays and other weaknesses — it is poised to
continue to impede high technology industry andises development.

Industrial organization, clustering and networks

The scenarios of growth in exports and the domesticket coupled with cross cutting human
resource, technological and financial developmewmit imply a major transformation in
industrial organization.

Diversification in both export and domestic markéfsBPO business companies in India have a
proven track record in being successful in respopdd change in demand and reinventing
themselves. Firms that respond effectively to theba developments will continue to have
major opportunities to increase exports to a wategge of countries, to expand existing business
and to develop new business segments both in &mchéxternal markets.

The 2010s will entail a qualitative shift in terro$ Indian IT-BPO firms strengthening their
presence on a worldwide basis, including an expamdie of subsidiaries and M&A activity in
the America, Europe as well as Asia and other ntarkdso, foreign companies are poised to
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increasingly use India as a platform to serve tlobal market. Moreover, foreign as well as
larger Indian firms will become increasingly divéiesd in service offering and in terms of
focusing of wide range of export and domestic miagkewth opportunities simultaneously. This
illustrates the increasing importance of dynamitriace between the domestic and external
markets.

Organic and other growthThe extent of foreign and domestic investment aodstuctive
engagement with corporate and other networks — PDBNndustry related firm level strategic
alliances, international venture capital, managémeonsultancy, engineering and other
technology & knowledge intensive firms, educatiowl aesearch institutions and other networks
— will be a key aspect which will determine thelscand scope of IT-BPO industry growth in
India in the 2010s. The medium growth scenario, emeh more so the high growth scenario,
assume a considerable growth in this type of dgtivoth among foreign and Indian firms. The
high growth assumption, in particular, assumes tamtise scaling up of Indian firms
acquisitions of foreign owned firms. Hence, inongagrowth will become increasingly
significant. A combination of robust organic andnganic growth can pave the way for the
previously unthinkable, namely that Indian IT-BP@rmpanies eventually will be able to match
today’s largest IT-BPO MNCs in worldwide revenuengags.

Size and complexity of contract$e fact that the operations of IT-BPO companelsdia have
become sizeable even if compared to companiedumstnal economies implies a major shift in
terms of the ability to undertake large and mormglex contractsDuring the 2000s several
Indian firms and foreign subsidiaries based in dandad acquired the scale of operations, the
maturity and competency needed to bid for large aondplex contracts in India and
internationally. TCS, Infosys, Wipro, IBM, Accentuand others vendors in India began to bid
for projects as large as US$ 1 to 2 billion. Wirmnia few large contracts will have major
implications in terms of the total revenue earnifggghe IT-BPO industry in India.

R&D and innovationThe trend to expand R&D related offshoring to depelg countries such
as India and China gained momentum in the 2000sisahilely to continue in the 2010s. It
included rapid expansion of MNCs offshoring of R&DIndia to their subsidiaries as well as by
means of sourcing to Indian companid4th some notable exemptions such as software jgtodu
development and pharmaceuticals firms most Indiampanies do, however, have little
incentives to invest in R&D which entails major @stments and risks. Also, they have little
motivation to make R&D a priority as long as thare ample opportunities to expand in other
areas. In the long run, a larger number of Indiamd are, however, poised to be significant
innovators in terms of business processes as weteehnology. Also, developments of the
domestic market offer opportunities for both larges smaller Indian firms to focus on
innovation which eventually can service not onlgdbrequirements but also provide export
opportunities.

Industrial clusters and hubshe industrial expansion and transformation oatirabove will
require substantive investment in energy, trangfiort system, real estate as well as telecom
and Internet connectivity. Moreover, the mediumhhggenario, and even more so the high
growth scenario, will require major expansion ofsérg IT-BPO industry in India’s largest
cities and the development of more significant eenin tier 2 and tier 3 cities.
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The country needs to improve existing industrialtees and develop new ones. This entails a
need to enhance the development of production4mdeimdustrial centers as well as innovation-
oriented centers. Bangalore is India’s leadingifddustry center in terms of being both a
production and innovation-oriented cluster. Nevelghs, the scale and scope of innovation-
oriented cluster networks in Bangalore—not to spafaither major Indian IT industry hubs—
lag behind the Silicon Valley and many other clusteadvanced industrial economies in terms
of cutting edge IT hardware and software productetpment and higher end IT-related
consulting services.

Networks and the Diaspor&apid rise in the importance of networks amongandnd foreign
companies, education and research institutionsten®iaspora has a key feature in the IT based
industry development in the 2000s and earlier. Mieelium, and even more so the high growth
scenario, presuppose an increasingly multi-facateti matured role of networks among Indian
and foreign companies, education and researchtutistis and the Diaspora. Further
enhancement in the role of individual and instdnél networks is central in developing markets,
technical and other competencies within India amernationally.

6.6 Building on strengths and tackling weaknesses

In short, the 2010s imply major opportunities taldwn strengths and to tackle weaknesses to
achieve continued rapid growth in the IT-BPO indysh India. All scenarios presented here,
and the medium and high growth projections, inipaldr, would apply multipronged growth
paths namely:
* Expanding exports as well as the domestic markettlaat too at both the lower
and higher end of the value chain and across a vdadge of verticals and
geographies.
» Expanding and strengthening quality of the skilleadman resource pool at the
low, medium as well as at the higher end of teabgichl and management
competency.
» Expanding and improving use of existing technolagywell as making greater
efforts in technological and business process iation.
» Expanding and improving the scale and scope fodysrtoon-oriented industrial
cluster as well as innovation-oriented clustergdustry hubs.
» Expanding operations of Indian firms in India amdernationally; and also
foreign owned firms operations in India which tdrgee Indian market or use
India as a center to serve the global market.
» Considering effective company strategies for orgasiwell as inorganic growth
and expansion through equity investment as wditaslevel strategic alliances.
» Strengthening local, regional, national as welgkdbal networks among Indian
and foreign firm, educational institutions and othmajor stakeholders.

Stakeholder response

In short, global and domestic developments wilukes major growth opportunities for the IT-
BPO industry in India. This implies major challesge respond to changes in demand and in
being able to compete with, and even more impdytdatcollaborate with others. High growth
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cannot be achieved unless major investments are maekpanding the size and improving the
quality of its pool of skilled human resources asted above. Moreover, it entails major

challenges to improve physical infrastructure, tlegal and regulatory regime, overall

governance and investment climate. Also, it wilketaconcerted long term efforts by the

corporate sector and others, including a greatéityatp embark on innovative business and

technology development ventures. All of this regsiappropriate corporate strategy and public
policy response (see chapter 7).

Realizing the medium or high growth scenario tasget outlined in the scenarios above implies
a need for concerted efforts by a wide range dfestalders to avail of growth opportunity to be
proactive in developing new capacity, and to beecative in tackling factors that constrain
growth and transformation in the industry.
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7. Corporate Strategy and Public Policy Response

7.1 Short and long term response by key stakeholder

Effective response to the major changes in theajlebonomic environment requires concerted
efforts at the international, national, sub-natipiam and individual levels by key local and
external stakeholders. Two sets of corporate andrgmental responses are required throughout
the current global economic slowdown. First, imnaégliactions aimed at mitigating the impact
of crisis period. Secondly, serious attention ngedse given to strategizing and planting seeds
that bear fruit in the medium and long term.

Dealing with the current slowdown and paying attemtto longer term growth opportunities
requires pro-active consistent responses from ficipal stakeholders namely government,
education and research institutions, industry fetilens & associations and most of all individual
companies. This applies to India as well as abrmadhe interface between the local and the
international context is central to the developnadrithe IT-BPO sector.

Furthermore, when the government, the corporat®isand others formulate ideas on what they
would like to do, it is essential that the ideas aell-grounded in terms of what is doable. Also,
there has to a clear sense of and commitment twitpration. It is relatively easy to make
suggestions. It is, indeed, essential to understeekness and strengths of the past as well as
further opportunities and risks. Such understanditay result in action agenda’s and specific
project proposals. This is however, not enougls Bqually and other even more important to
have a sense of what it implementable and whaptibeity order should be.

7.2 Corporate response and strategy

The burden to respond effectively to the globahslown in IT demand primarily falls on the IT-
industry itself and the corporate end users. Theendiate response typically comprises of cost
cutting and renewed marketing measures. Such eféog, however, typically not enough. In
addition, it is essential to consider special messto improve productivity and foster long term
growth prospects, the latter including developnadrihew” business segments and markets; and
also investing in new technology solutions as \&slbusiness processes.

Given the heterogeneity of the industry, therdadsyever, no one “model” for corporate strategy.
First of all, there are major differences betweemaler and large Indian firms as well as
between Indian firms and the large foreign MNCs.aen firms often have few business lines
and clients and limited access to capital — heheg tan be particularly vulnerable to decline in
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demand. A start up differs much from a well eswdi®#d player. Foreign MNCs are not
comparable to Indian firms as they are typicallyllvednead in the scale and scope of their
worldwide operations and technological innovaticapabilities. Also, American firms, in
particular, tend to be more disposed to decideaogel scale retrenchment of staff during slow
growth periods, which most India IT-BPO majors so liave been rather reluctant to do so.
Also, there are significant differences amongstidndfirms such as the relative importance
placed on low end versus high end work and the asipton the external versus the domestic
market.

Nevertheless, many Indian IT-BPO companies facencomchallenges in responding to the
global slowdown and the challenges regarding grawtthe 2010s and beyond, one example
being the scope to improve productivity, qualitgnavatiori® and diversification into “new”
business segments and geographic markets. Itecargbed that the global slowdown presents a
good opportunity to tackle quality issues and otheaknesses in their organization which were
partly brushed side during the period of hyper dglowuring time of rapid growth certain
business opportunities were overlooked due to agpeanstraints. Also, rapid growth coupled
with high profit margins dampened incentives to imize wasteful spending and other
weaknesses. In overheated times it was hard to &nd retain skilled and experienced
professionals and this induced need for highlightime importance of training, education and
R&D. During the business downturn times, the foshited to concerns regarding maintaining
revenue levels and to cost cutting rather tharessalating to human resources shortages. The
slowdown period did, however, point to opporturstie develop new business and to invest in
training, education, R&D and innovation to improyeoductivity and enhance corporate
governance further growth prospetts.

In short, the current economic downturn has acegetuthe need for forceful action by IT-BPO
firms in a wide range of areas, suchtas:
= Ensuring that overall management and strategiesadept in dealing with
immediate as well as medium and long term issuejusding organization
strategy so that it is capable of coupling with aren volatile business
environment. If required, execution capacity andegoance is to be strengthened
appropriately.
= Ensuring financial viability and credibility throbghigh degree of accountability
and transparency, access to credit and planningltemnative financial scenarios.
= Improving on effectiveness and efficiency. Adoptiogst cutting measures, but
not indiscriminately. Focus on measures aimedrag term productivity gains.
= Developing “new” geographic markets internationallgnd locally and
implementing differentiated strategy to develop neertical and horizontal

*Innovation is defined as implementation of a pradpcocess or method that is new to a given firtheathan
necessarily new to the world. This broad definitiecludes adaptation and absorption of existingnetogies from
abroad (Brahmbhatt et al 2007).

% For many bussiness overall long term businesseglyshas typically not been affected by the glad@dnomic
slowdown from September 2008 onwards — they stild to delivery competetive products/servicesovate and

od what the custumer wants. The slowdown did, hewnemply a need to reacess the overall busineategly and
most importantly to change tactics and executiangricing, more support for training, some ragilimation.

> This section is based on NasscorSBategic Review 20Q%resentations given by industry leaders at the
Nasscom 2009 Leadership Forum, Mumbai February ,2889vell as numerous articles published in thdetra
journals such as Dataquest and interviews withstrgunanagers and equity market analysts.
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business segments at the lower and higher endeofalue chain as per what is
germane to a particular firm.

= Giving priority to human resource as the principapital assets in the short and
long term. Strong efforts are need to ensure quadicruitment not only from
Indian education institutions but also in termslmafian and non-Indian persons
educated internationally. Moreover, concerted éffare needed to ensure quality
in development in-house training or other meansoottinued education. Also, it
is often advisable to avoid quick decisions toameth; ensuring that high caliber
technical and management talent is retained; atehsifying quality training
effort in house and in partnerships with others.

= Giving priority to innovation and R&D related effer both in terms of new
technological solutions and business models tha¢ amnovative and
transformative in nature. Making more effective usfeexisting foreign and
domestic technology and acquiring more foreign netbgy at favorable terms as
foreign firms are bargaining for more favorable reing arrangement terms —
Indian parties can also bargain for more favorédens in acquiring technology.

* Merging with or acquiring foreign companies at fealde terms. Fostering
strategic alliance and tapping into knowledge nekwovorldwide.

According to Nasscom, the IT-BPO industry has mapportunities to capture new business
opportunities even during the time of global slowdo Taking advantage of this would,
however, require major challenges for the IT-BPQustry in India, namely:

“The Indian IT-BPO industry must work with clients enhance the cost value proposition. This would
involve additional investments in building capalilacross employees, domain knowledge, functiondl a
technical skills, and an increase in their globelivery footprint. While Indian IT-BPO firms are apk in
driving efficiencies through automation and procesprovements, the companies need to understand the
fact that in the medium to long term, they wouldedi¢o deliver a more significant impact on client
businesses, through solutions that are innovativeteansformative in nature. These enhanced, inhava
solutions will also enable companies to access market segments, delivering new service lines, and
leading to the creation of in-house IP in emerdithnology areas. Leading players within the Indign
BPO industry have already started to make investsnienincreasing their innovation portfolio, andcese
efforts need to be replicated by the entire industireap further benefits. Additionally, firmsetkto focus

on increasing their levels of customer intimacywa$ as developing the brand value of their orgations
through product and service differentiation” (Nassc2009a).

7.3 Public policy response

As in the case of the corporate sector, the goventralso needs to distinguish between short
and long term issues. Nurturing IT-BPO developmerihe public and corporate sector and the
civic society can serve as a catalyst to stimugienomic development in the short as well as
long term. This should be applied to both localresay as well as its interface with the
international economy. The central and state lgegbrnments may consider improving existing
schemes or supplementing them with new special imessovering issues suchas:

% This section is based on NasscorSBategic Review 20Q%resentations given by industry leaders at the
Nasscom 2009 Leadership Forum, Mumbai February ,2889wvell as numerous articles published in thdetra
journals such as Dataquest, reports released bndien Ministry of Information Technology, andénviews with
government officials and corporate sector managers.
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Fostering domestic demand for IT-BPO in governmetwvell as the use of IT in the
corporate sector and among households.

Promoting exports through promotion and incentivas] responding appropriately to
protectionism pressures. Fostering of new convergdretween technology and trade

policy.

Improving the overall business environment for &mdand foreign firms including large
companies and SMEs. Considering Nasscom’s demaaaistare a long term extension of
tax incentives under the Software Technology Padial (STPI) scheme as well and as
further efforts to remove of procedural obstaclesrvise tax refunds, taxation of
software products, and clarity around transferipgaorms that are applicable to foreign
companies (Nasscom 2009a).

Improving public sector governance and productivity

Fostering government and private-public partner§RBP) schemes to develop higher
education and R&D by making more funds availablé also to make concerted efforts
to improve cost-effectiveness and quality.

Accelerating plans to develop infrastructure, iridakparks and special economic zones
including schemes that can foster IT-BPO industeyefopment, not only in major
metros but also in tier 2 and 3 cities.

Improving access to finance such as export finaotemes, private equity and public
sector bank including special measures to foster davelopment of venture capital
industry, smaller companies and start-ups.

Lessening disruptions caused by companies wantingetluce staff by facilitating
training and creation of new jobs; to ensure thatents (in India as well as Indian
students returning home from abroad) get meaningfoiployment or training
opportunities by means of schemes especially desdidar this purpose.

Implementing special measures to foster not omgelautput but also higher quality in
graduate and postgraduate education and trainiehgoamurture R&D effort in the private
sector in terms of public-private partnerships.ifSmplementation of action to improve
quality of education and research institutions hgueing appropriate accreditation and
recruitment of well qualified faculty, the lattercluding considering special measures to
provide professional jobs for Indian students amspora, some of whom may be forced
to return to India due to lack of opportunitiesstay abroad.

There appears to be considerable concurrence alaaygyindian IT corporate leaders in terms
of what they expect from and what they would like indian government to do. However, it
apparent that the domestic oriented companies are focused measure that can boost local
demand, such as e-government project, while exg@tited firms typically have a broader
global agenda and are keen to benefit from exportiicentives such as those given in the
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Software Technology Parks of India (STPI). Nevddabg, there is agreement among larger
domestic and export oriented firms regarding thennaaeas in which they would like the
government to help the industry, namely extensibexport tax incentive and credit schemes,
improvement in the education system, deploymem-gbvernment, accelerated development of
telecom infrastructure such as broadband and Wigdex 7.1).

Box 7.1 What Government will and should do: IT indwstry CEO Survey of large IT firms, India

Question 1: Do you think India's liberal economic plicies will continue, even with much of | Yes answers
the blame for the economic chaos in the west going over-liberalized markets?

Yes, it will continue as before 18

It will depend on the politicians who get the keyppeomic portfolios 2

It will depend on which party/alliance comes to gow 1

Question 2: What do you think is the single-most iortant issue before the government? Yes answers
Creating better infrastructure 15

Handling the slowdown 5

National security 5

Handling the slowdown 5

Creating a stronger Indian industry 3

Question 3: What are the specific policy thrusts tht you expect from the government that | Yes answers
will help the IT industry?

Extension of STPI scheme and other sops to boosss@én-hit exports industry 100
Intervention in education system to sustain Indialspetitive advantage in talent supply 87
Deployment of IT in all governance areas includiitizen services, security and inter 82
governmental functions

Acceleration of deployment of telecom infrastruetsuch as broadband and WiMax 72
Duty incentives for growing domestic IT market 64
Take necessary policy steps to boost local IT netufing 64
Creation of legislation to tackle cyber crime aybtar terrorism 30

Source:Adopted from Dataquest June 20, 2009.

7.4 Higher education and research institutions

The success of the IT-BPO industry is determinedhleyavailability of skilled and experienced
human resources. India’s principle comparative athge in developing the IT-BPO sector is its
large pool of developable manpower. It is, howewtso well acknowledged that the country
has multiple challenges in meeting demand to expeamding and education but also to address
long standing management and quality issues. Tgkehieducation system and professional
training for the IT-BPO sectors are characterizgchaving only few quality institutions while
the vast majority only offers low quality prograrfBashant R. and P. Partha Mukhopadhyay
2009).

All major stakeholders, that is central and statel government, academic and other education,
training and R&D institutions and the private sedtmdustry need to enhance their effort to

improve talent availability and quality of manpowereded in the IT-BPO sector. The role of

academia is critical. Specific initiatives like tdty development programs, upgrading the

curriculum, setting up research labs, launchingrimghip programs and industry-academia
collaboration can help to bridge the employablertagap (Nasscom 2009a).
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A number of government and public private partngrshitiative aimed at strengthen India’s
higher education system. This includes initiativgsearhead by the National Knowledge
Commission (NKC), and the Planning Commission, tkéistry of Human Resource
Development, the Department of Information Techgg/dNasscom, and in 2009 by the report
of the Yashpal Committee and the creation of adwali Commission for Higher Education and
Research (NCHER) and others initiativés.

7.5 Industry associations, the Diaspora and otheratworks

IT industry specific Industry associations suchtlas National Association of Software and
Services Companies (Nasscom) and Manufacturersbddatson for Information Technology
(MAIT) which a focus on the IT hardware industryntoues to have a major role in promoting
IT-related industry development. In addition ibald be noted that economic wide organization
such as Confederation of Indian Industry (Cll) &®dleration of Indian Chambers of Commerce
and Industry (FICCI) also has a keen interest #BPIO industry related developments.

By and large major industry association and fedmmathave been agreeing on principal IT-BPO
industry related issues. It should, however, bedhdhat there are some variations in terms of
emphasis, .e.g. the interests of the IT-BPO ingugtms versus various end user and the wider
societal agenda of IT-related use for long termiadoand economic development. This is
reflected in the focus of industry association warkwhich Nasscom’s principal role in to
promote interested to the IT-BPO services indufithms and MAIT the IT hardware sector
while industry federations such as CIl and FICGlegi much attention to the broader issues
relating to the use of IT-related technology in doenomy as whole.

In its Strategic Review 200®Jasscom envisaged its role as follows:

The industry and Nassom need to step up their emgeagt with all stakeholders—the government,
customers, employees, academia and society tazeetlie full potential of the sector. Efforts toward
enhancing information and data security; partiégratin public private initiatives in technology led
development; proactively working with academia dolr@ss quality of education and building an integta
delivery model in leading cities alongside tier 268ations are some of the critical imperatives thoe
industry and Nasscom. Expansion of new markets mgijuire different strategies and focus from the
industry playersNasscom in partnership with the industry shoulgklto build institutional relationships
with appropriate stakeholders in these marketshéndeveloped regions, the industry will need teta

" To address the increasing skill challenges ofltitan IT industry and growth of the domestic IT rket, the
central government Ministry of Human Resource Depeient (MHRD), Government of India has intends to
establish twenty Indian Institutes of Informatioechnology (I1IT) during the 11th Five Year Plan ipdr on a
public private partnership basis. The partners staldishing the IlITs would be the MHRD and staswel
governments and industry firms. Nasscom was emgusy MHRD to prepare the Model Detailed Projecpéte
for the IIIT initiative.

The NKC recommendations on higher education webengited to the Prime Minister on 29th November 200i6e
report focused on the need for excellence in tisgegy, expansion of the higher education sectdrercountry, and
providing access to higher education for larger bers of students Some of the issues that havetbgkighted by
the National Knowledge Commission in its reporttihe Prime Minister are: systemic issues like quardand
quality of higher education, regulatory framewodccess to higher education, financing of highercatian,
institutional architecture of universities, govance and administration, content in terms of cuhlim and
examinations, faculty and research (NKC 2006)
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broader leadership role and drive global sourcinthée next level of customers. Additionally, Nasacand
the industry need to build a communications campaigat will highlight India’'s changing value
proposition—from cost and labor arbitrage, to ausecdestination that excels in delivery quality and
flexibility, and innovative solutions” (Nasscom Z).

Furthermore, it is essential to foster ties witkeinational consulting, business management,
market intelligence, venture capital firm, thinknka and other knowledge network. Also, it

should be noted that the global economic slowdoas fesulted in the fact that many Indian

students and professionals abroad are being fddeave USA and Europe due to lack of

professional opportunities. If a significant numloé these persons choose to return to India it
could provide a special boost to higher educatiwh the IT-BPO industry development in India

(Wadhwa et al 2009).
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8. Concluding Remarks

8.1 International and comparative perspectives: Pential and lessons

The Asian perspective: India and China’s rise as ifdustry powers

The world economic output and international traspldyed considerable growth in the decades
which followed the end of World War Il. This devphloent was also reflected in the growth of
ICT-related spending, global sourcing of IT hardsvand subsequently also IT services. The
global slowdown from September 2008 onwards cawib@ed as a temporary phase which
displayed significant differences in terms of hdwaffected different countries and economic
sectors. Nevertheless it represented a seriousupdisn in economic development as a
worldwide scale and across all major industry, thebased industries, that is, especially
hardware and software product companies, beingcoepsion.

It is hard to predict how the current global slowaowill evolve and what its long term
implications will be. It will have wide ranging iripations not only in terms of economic
growth but also in the social and political develgmts. Many argue that the slowdown has
given impetus to change that can result in the gamae of anew world order. This may, among
other things, imply a further acceleration of Ingliand China’s rise as regional and global
economic and technological powers.

It is commonly agreed that China and India arelyike continue to have a strong economic
growth performance. Reports published by the Adbmvelopment Bank, IMF, OECD, the
World Bank and others on the state of the globahemy in 2009 all pointed to the fact that
China and India are the only large economies whare been able to sustain high GDP growth
rates in 2008 and 2009, although not as high a8 i September 2008. IMF’'s October 2009
projections show India and China as continuingoj the world in GDP growth performance.
IMF forecasted that India would grow at 5.4 perden2009 and 6.4 percent in 2010 while the
corresponding figures for China are 8.5 percent @fdpercent. This implies that China would
continue to outperform India (IMF 2009e).

According to the Global Development and Financeorepeleased by the World Bank in June
2009, India is projected to grow at 5.9 percen2®@9, 8.1 percent in 2010 and 8.5 percent in
2011. This is to be compared to 6.5 percent, 7fsgoeé and 8.5 percent for China in the
corresponding calendar years (World Bank 2009bjs Phojection implies that the Indian and
Chinese economy would grow at similar rates, thaat least in terms of GDP growth rates. It
should, however, be noted the China’s economy isepoto continue to be considerably larger
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than the India in terms of GDP and foreign tradehia foreseeable future. As of 2008 India’s
share of world exports was only 1.1 percent conp&wed.1 percent for China (IMF, IFS April
2009).

In short, the fact that China as well as India aaderal other Asian economies are poised to
continue to achieve high economic growth rates tgdio the emergence of a world economic
order in which Asia becomes increasingly importadhe of the consequences of the global
economic slowdown could be the acceleration of ‘Asige as an economic power center and
the greater importance of intra-Asian trade.

The Asian economy’s dependency on the US exporkehas likely to decline while intra-Asian
trade gains in importancéndia’s trade and investment relationships withn@hand other Asian
economies and vice versa are likely to continugdm importancé® The slowdown in the
United States may result in China’s focusing mdrésoenergy to tap business opportunities in
India and other Asian economies. At the same tintkah firms are likely to intensify their
efforts to penetrate China and other emerging ntswrke

One of the outcomes of the global slowdown fromt&aber 2008 onwards may well be that
the IT-BPO industry in India and other Asian colwegmwill be increasingly focusing on domestic
markets and intra-Asian trade. Asian markets aieadly rivaling Europe or North America in

terms of the market size and Asian markets areeddis experience rapid growth in IT-BPO
spending in the next 10 years and beyond.

The rising importance of Asia, China and India artgular, is clearly manifested in IT-related
spending, trade and industrial developments. Thesibeconomic growth in India and China
implies that much of the incremental growth in twerld economy, including IT-related
spending, will emerge from India and China. Asiad dndia and China in particular, will be
mega markets for ICT-related hardware and senaceksalso world leaders in a wide range of
ICT industry related exports.

The share of developing Asia in world exports off I@roducts increased from 25 percent in
1992 to 50 percent in 2006, that is, East Asiawgkng Japan. China alone accounted for 24
percent of total world ICT exports in 2006 — upnfr@® percent in 1992 — followed by South
Korea and Malaysia, each accounting for 6—7 percEtectrical goods — another major
component of manufactured exports — from China nét an impressive increase to 36
percent of world trade in 2006 from 16 percent®2. The share of China in world exports of
electrical goods also jumped sharply during theesaeriod from 4 percent to 21 percent, while
the shares of South Korea and Taiwan remainedwelastable at 4 percent (ADB 2009b).

Furthermore, the rising role of Asia is reflectedthe fact that China and India are the world’s
largest markets in terms of wireless mobile phanessribers. China and the United States are
the largest markets for personal computers andring of the numbers Internet users, and India
is expected to become number three during the 2010s

%8 China’s share of India’s total foreign trade résem 4.9 percent to 9.2 percent in the FY2003-0&Y2007-08
period (Government of India 2009a).
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The number of Internet users worldwide is expetbe@ach 2.2 billion by 2013 compared to 1.5
billion users in 2009, that is, a 45 percent inseed&hina is projected to have the largest online
population, well ahead of the United States, wihilgia is expected to have the third largest
online population in the world by 2013 according-tmrester Research. Also it is forecasted that
Asia will represent 43 percent of the world’s oslipopulation by 2013, up from 38 percent in
2008. Beyond China and India, other Asian countrigh fast growing Internet audiences
include Indonesia, the Philippines and Pakistanjlevgrowth will be slower in mature
economies such as Japan and South Korea. The UBtiéels and Canada, in contrast, will see
slower growth, and their share of the worldwide ydape will shrink to 13 percent compared
tol7 percent in 2008. Europe, like North Americall see its percentage of the worldwide
Internet population decrease to 22 percent frompet6ent in the 2008 to 2013 period (Forrester
July 23 2009).

Moreover, both India and China has developed abledT software and service industry. India
has emerged at the world leader in terms of a b&ipgncipal destination for offshoring of IT-
BPO services. The size of China’s IT software amvises industry is comparable to that of
India’s but unlike the case of India the Chinesg#ustry is primarily focusing on the domestic
market. Moreover, as noted above China and its &siah neighbors, is dominating the world in
terms of production and exports of IT-related hadw Finally, India, China and other East
Asian countries have ambitions to be leaders irel@ted innovation.

In short, the facts noted above point to that Inaliml East Asia together are poised to be
increasingly central role in worldwide IT-relatedv@lopments. Also, it should be noted that the
Chinese and Indian IT industry have much scopelialmorate, a key example of this being the
fact that more than 90 percent of Indian IT harédwvanports originate for China and Taiwan

(China) and that Indian IT software & services @O firms have established significant

operations in China.

Currently the United States followed by China andia are the leaders in terms of having the
largest number of persons employed in the IT-BP€@oseBoth China and India are, however,
poised to overtake the United States in terms ofbers employed in the sector in the 2010s.
The value added per employee would, however, coatio be significantly lower in India as
well as China in the foreseeable future, thatfigompared to advanced industrial economies.
Nevertheless the absolute number of persons wogkitige higher end of the value chain would
multiply several times indicating that India anditZhwill play increasingly important roles not
only in terms of IT industry related production lalgo innovation.

How does India differ?

How does India compare with other countries in geahthe past experiences as well as the near
and long term prospects for IT industry developraent

First of all, India (and China) differs from othesuntries in terms of the size of the population.
The extraordinarily large population can be seermaawmajor difficulty as well as potential
strength. Also, while India is a fast growing econoit is characterized by uneven development.
Much of the growth in the Indian economic growtls ieeen concentrated to a few states and
urban areas. Leading states such as Maharashti@wgadat, in particular, accounted for close to
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48 percent of India’'s total exports in FY2007-08 of@nment of India 2009a). The

concentration of export to a few areas is refleatetthe fact that about 95 percent of India’s total
IT-BPO industry export comes from seven large sitangalore, the Delhi-NCR area, Chennai,
Hyderabad, Kolkata, Mumbai and Pune (Governmentndfa 2009c). As of 2008, India’s

foreign trade-to-GDP ratio was 41 percent. India&rall degree of dependency on foreign
investment and exports of manufacturing goods visasyever, still low compared to most

middle-income countries in East Asia and elsewhbtest of India’s population is poor and

lives in rural areas where the impact of the slowmloin the global economy has been
significantly less than in higher income urban area

Secondly, while India has the largest populatiothe world, next to China, it is much behind
China in terms of the size of its foreign trade] #me overall size of the domestic market as well
as per capita income levels, health indicatorsrdity and infrastructure development. Also, the
Chinese economy has a greater degree of stateotboth at national and sub-national levels,
including state corporations. While China had avthg private sector prior to the communist
revolution in 1949 this sector development was tiweh by the communist revolution. In
contrast, the private enterprise sector is moresld@ed in India than in the overseas Chinese
community.

Compared to the more export-oriented economiesst Esia and elsewhere, India has been less
vulnerable to the global economic slowdown. Thesoea for this include the low risk exposure
and stability in most of the Indian banking systentomparatively low dependency on exports
of manufacturing industry goods coupled with thee2f its developable domestic market and its
overall economic and social transformation momentum

Thirdly, there are several specific differencesalssn India and other countries in terms of the
IT-BPO industry development. In contrast to whaswgpical in advanced industrial economies
much of the growth momentum in the IT-BPO industryndia early on came for the offshoring
business — that is, to provide mostly low end smwito the advanced industrial countries —
rather than primarily focusing on the domestic rearlidence, the industrial organization and
corporate strategic outlook has been rather difteaenong Indian IT firm if compared to what
has been typical of most North American and Euromeempanies.

India stands out as a major success story in deveg@ sizeable IT-BPO industry over the past
decades. It was an early starter among develomogtges in developing an export-oriented IT
based services industry and is today a prime dagimfor offshoring of IT-BPO services. This
development has been spearheaded by both forelgmdian firms. While quickly catching up,
even the largest Indian IT and BPO companies aveeher, unable to match major foreign
MNCs in the scale and scope of their operationg, Bxcept for China, no country can rival
India in terms of the size of its developable humesource pool.

India has a very large export-oriented software [de® industry — it is, indeed, the leader of this
business space among developing countries. Irraginthe IT industry in South Korea and
Taiwan (China), for example, has been more hedwidysed on electronics and ICT hardware,
which has proved to make them more vulnerable totdbrm up and down swings in external
demand. India, however, lags behind East Asianathdr emerging market economies in the
development of its domestic ICT infrastructure adlvas in the use of Internet, computers,
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software products and IT services. Although expagdindia continues to trail behind in
telephone, Internet connectivity and computer patien on a per capita basis.

There are other fundamental differences betweearmsountries in IT-BPO industry growth
trajectories as well in the role of the governmdoteign and indigenous firms and other
stakeholders in this development. India differsxfr€@hina in that its private sector, including a
strong indigenous entrepreneurship class, has glayelatively more important role than public
enterprises and concerted state led IT based dawvelat efforts in the IT industry development.
The government has been favorable to industriatldgvnent in India (and other countries), but
the Chinese government (and several other EasnAgsaernments) has generally had a more
pivotal role in the development of IT and otherthigchnology industries as compared to the
case of India. Generally, the Chinese have donterbet terms of rapid implementation of
government-led infrastructure, education and R&DRI amdustrial development schemes. An
example of this is rapid expansion of the univgrsitstem and special economic zones and high
technology industrial parks. Indian effort in thdgdds has typically been less substantive or
slower. While China appears capable of quantumsldagia’s progress has for most part been
more gradual.

The Indian government played a critical role innmtsrof early investment in elite technical
education institutions and later also invested aftwvgare technology parks’ infrastructure and
provided special tax incentives for the export Dfsbftware and services, engineering services
included. The Indian case is, however, to a largerd a story of private sector led industrial
expansion comprising of both Indian and foreigmér This development was “enabled” by the
access to a large pool of English language speateognical and entrepreneurial human
resource pool coupled with a strong external demararthermore, individual industry
champions, the Indian research community, the Di@spand foreign consulting firms such as
McKinsey & Company, and most importantly Nasscohe tndustry association, all played
central roles in providing visions, technologicatldbusiness development intelligence, access to
high technology industry related networks and ibblging government policy makers (Mitra
2006 and 2009c).

Finally, it should be noted that countries whichvédndbeen severely affected by the current
slowdown in global ICT spending, namely China, $olkbrea and Taiwan (China) — all of
which are major exporters of electronics and ITdhare — have introduced crisis measures in
which special attention is being given to the Il aher high technology sectors. Many export-
oriented hardware companies in East Asian countaes receiving special government
assistance to survive the current sharp drop inagémin contrast, most major software and
BPO firms in India have not considered themselvesdy of major government bailout
programs. The Indian government did not consideedessary to decide on major new measures
directed at promoting the ICT-BPO industry growtlridg the dot-com investment boom burst
2000-01 and the global economic slowdown in 2008 a009. Hence, the burden to take
appropriate action in response to fluctuations @mdnd continued to rest with individual
companies.
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Early versus later starters

India’s success in IT-BPO industry development essiiom its early development of a large
pool of technical, managerial and entrepreneuriandn resources coupled with a strong
external demand pull from the late 1980s and onsvaFese circumstances gave it “first mover
advantages” in developing an export-oriented ITedaservice industry (Mitra 2009c. This has
been followed by the entry of a large number ofeotbhountries into the IT-BPO service
offshoring business — they are the “later startétisat is if compared to India) such as China,
the Philippines, Malaysia, Sri Lanka, South AfriEaypt, Mexico and many moré.

The rapid growth of the IT-BPO industry in the Ripines in the 2000’s, including the current

global economic slowdown period, points to the sctiy rapid growth in the offshore service

delivery from others than India. In the Philipmnmost of the growth has occurred at the lower
end service provision arena, call centers in palegic The country does, however, have
considerable scope to also develop a sizeable miices industry and to move up the value

added chain in IT services and BPO.

In sum, the long term growth prospects for the H&Bindustry are considerable not only for

early starters such as India but also for a witgeaof other emerging market economies both in
terms of severing domestic market requirement apging in to prospects to expand the scale
and scope of the offshoring business. As the gloffshoring business is poised to grow, there is
room for a large number of countries to develogate IT-BPO services industry not only to

serve local demand but export services. In contthast hardware sector — an industry often
characterized by need for large scale of productimagor fixed capital requirements and the well
functioning logistics and supply chains — is likely continue to be rather concentrated to a
more limited number of countries or production eesit

Lessons from different sets of experiences

India’s IT-BPO industry development represents dewset of experiences and offers lessons
spanning different phases of development (box 8vigreover, as the prime destination for

offshoring of IT-BPO services, policymakers andpayate decision makers in both advanced
industrial and developing countries are currendgrkto understand how the IT-BPO industry in
India will be evolving in the near and long term.

An analysis of the IT-BPO industry’s historical oeg¢ and its response to the current global
economic slowdown illustrates a rich set of experés from which both Indian and foreign
stakeholders can learn wherein how to respond porpnities and challenges. However, there
is no one “model” or strategy in responding to deenomic slowdown at the national, industry
or firm level. There are different sets of expeces rather than one “model” for business
organization, public policy and corporate strategyery country, institution and individual has

%9 Countries such as India, China and the Philippimieish already have a solid footing in the IT-BP@siness may
consolidate the strong position in the global dffég business during the period of global econoghimvdown
2008-2009. It may be harder for “late startersetder the offshoring business due to the contradtiaglobal 1T-
BPO spending that is, compared to prior to Septer@bé8. It should, however, the noted that GartReryester,
McKinsey and others analyst and consulting firmaticme to predicted that India’s share of the tdfaBPO
business eventually will decline as other emergiragket develop their comparative advantage inkdbgness.
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their own set of experiences and circumstances.t Wiz be applicable for one industry or
institution typically differs considerably from whes relevant to other sectors or organizations.
This is illustrated by the heterogeneous natuth@iT-BPO business context in India which has
resulted in diversity in the corporate sector i of scale and scope of companies operations
and their strategies for the near and long term.

In conclusion, the corporate and public policy ioglions for the IT-BPO sector outlined in

earlier sections of this paper are, broadly spepkielevant for other geographies as well.
Nevertheless, there are important differences rimgeof the type of business and the country
specific conditions. Experiences from India andeotparts of the world all can offer lessons for
others, but while there is scope to learn from @thexperiences, each situation has its own
peculiarities. There is no single approach (or size-fits-all model) to IT and ITeS industry

development, be it at the national, industry, aividual firm level. Each country, sector, and

firm needs to develop approaches that are releatiite local and global settings at any given
time.
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Box 8.1 India’s IT-BPO industry development experiaces and its relevance to others

Twelve areas of special importance for IT softwérgervices and ITeS-BPO industry development astilhted by
the Indian experience are as follows:

1.

10.

11.

12.

Swift response to change in technology and mar&atlitions is key. Timely and effective responsen&wv
demand and competitiveness conditions is key astilited by local IT-BPO industry growth opportiestin a
wide range of vertical and horizontal market segmesnd geographies. There should be emphasi
developing both local and foreign markets, theetatticluding an especially swift response to tatteaatage ofi
both onsite and offshore sourcing.

The investment climate needs to be perceived asdsand stable by indigenous firms and foreign firfhss
essential to foster foreign and local entreprerdeprsimultaneously.

MNCs, international consulting firms, education atter foreign network interfacing with indigendfisns,

higher education, R&D, or other institutions tygigahas a key role in the development of IT-BPOustties.
Attracting foreign investment and developing swatelliances or other forms of international cbbaation are
vital.

A country’s Diaspora can have an especially pivodd with members providing advice to local paeiiins and
industry leaders and serving as mentors or roleefsod

Multiple effective avenues for financing are img@ont, including angel investors as well as ventagtal with
capacity not only to provide finance but also advand mentoring.

Local and international workforce mobility and fie#ity in adjusting employment to changing circuiasces
are essential.

Early, continuous, and quality efforts in educatemd training must be a core and principal priotdyall
stakeholders concerned.

Quality assurance and international certificatiomessential factors to boost quality and marketheglibility.
Coherent efforts are needed to develop industagdgor hubs through partnerships.

Strong, centrally unified industrial organizatioven provide growth vision, lobby for the industbyand the
industry internationally, and provide its membensl ahe broader public market with intelligence andide
range of awareness-building activities — all if ethget make a major difference.

Private-public partnership is needed for industpatk development, ICT infrastructure and humarouese
development, visions and branding, and legal amgilatory reform. These partnerships and internatic
collaboration are central in formulating and impéatting policy reforms and investment projects.

National and sub-national governments should takenaltiple roles in education, telecom, e-governtnend
other public sector investment initiatives, but thejor focus of policymakers can be to act as ifatirs for
private sector industry development a by providingenerally sound investment including appropriegal
and regulatory frameworks, fiscal, and other inivest

N

Source:The author.
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8.2 Industry growth trajectory synopsis: the 2000snd the 2010s compared
Industry transformation in the 2000s and 2010s

IT-related industry in India went through a radit@nsformation in the decades of the 1990s
and the 2000s and is poised to be reshaped agtia B010s. The deceleration in global demand
for IT following the global financial crisis in Segmber 2008 and the subsequent economic
recovery phase underscored the opportunities aaleages which the IT-related industry will
have to deal with in the 2010s. Key features oBHO industry developments in 2000s and
outlook for the 2010s are summarized in tablesa@d 8.2.

Prior to September 2008

The IT based services industry in India has expedd more than 20 years of rapid expansion,
most of which emanated from exports of IT softwand services, and since the 2000s also BPO.
The growth record has been impressive throughmédiof robust growth in global trade as well
as during periods of slowdown in external demantk industry has a proven track record of
being agile and flexible in adopting “new businessdels” and in venturing into new business
segments.

The industry has a long history of expanding iteragions both at the lower and higher end of
the value added chain and across sector applisati&lso it has extended its worldwide reach
over a larger number of markets. It does, howaesnain vulnerable to rapid change in external
demand with a special concern being the high degirelependency on the offshoring contracts
from banking & financial sector and clients in thmited Kingdom and United States in
particular.

The rapid growth in IT-BPO industry is reflected iits rising shares of GDP, exports and
employment of young educated urban youth. Moreotte, IT-BPO industry’s incremental
contribution to economic development has been aunhbat in the 2000s. Even though the IT-
BPO sector constitutes a minor part of GDP and \an esmaller part of employment, its
contribution to GDP growth rate is almost the sawéhe agricultural sector according to CSO
2008 data (chapter 2).
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Table 8.1 Key IT-BPO industry developments: Growthpattern in the 2000s and the outlook for the 2010s

The 20009actual)

Outlook for the 2010s(medium growth scenario)

International = Global IT spending grows rapidly leaving asidetiee | = Global IT spending, and especially offshoring, aans
perspective of the Internet investment bubble around 2001 &ed t to grow significantly thereby offering more busiges
global economic slowdown in 2008-09. Spending on opportunities in India and other locations.
offshoring grows considerably faster than total = Therise of India, China and other Asian economies
worldwide IT spending. implies that Asia emerges as the largest markdfTfor
= Global IT hardware and services market is dominhted  hardware and services.
North America and Europe but the importance of othe = India‘s share of offshoring of IT-BPO services to
regions rises. China and India rival USA are larges developing countries declines further but muchhdf ts
telecom markets. offset by accruing inroads into the market of cross
» India dominates offshoring of IT-BPO services to border service provision among developed countries.
developing countries but begins to face significant Also, Indian firms expand exports from India to
competition from the Philippines and others. developing countries and increasingly serve global
markets through overseas subsidiaries.
Overall IT- = The IT-BPO industry in India achieves an average = The average annual growth for the industry is mteje
BPO industry annual growth of 28 percent in the 2000s with ekpor at14 percent with growth rates with domestic market
growth being the prime driver. By the end of 2000s the growth rates matching that of exports. By the ehithe
industry's revenue earnings reaches over US$ G0rbil 2010s the industry revenue reaches US$ 255 billion
while the number of employees reaches over 2 millio| while the number employed reaches over 9 million.
= |T services dominate the industry but software potsl | = IT and lower end BPO services continue to domittate
and engineering services become significant and the| industry but the scale and scope of software prizgduc
BPO sector takes off. engineering services and higher end BPO industry
segments increases significantly.
Export = Considerable expansion in exports but the rates of | = Considerable expansion in exports but the rates of
markets growth is lower than in the 1990s. growth become lower than in the 2000s.
expansion = USA and UK dominate although considerable inroads = Exports continue to be dominated by Anglo-Saxon
are made into other markets as well. Larger Infirams markets but exports to continental Europe, Asia and
set targets to build up business networks acréss al other countries grows faster. Several larger Inflians
continents. achieve a truly global reach.
» The banking & finance sectors dominate the offstpri| = Sectors other than banking & finance become
business. increasingly important.
= The offshoring delivery mode becomes well-estallish = The offshoring delivery mode becomes increasingly
and it expands rapidly at the low and medium value sophisticated in terms of labor arbitrage as well a
added end and also in terms of developmental work. competitive advantages based on quality and infmvat]
Domestic » The scale and scope of the domestic market becomgs= Paradigm shift in terms of the scale and scopbef t
market considerably larger and more sophisticated thart iwha domestic market. India emerges as one of the world’
expansion was in the 1990s but the domestic market is stilils largest markets of IT-related products and services
compared to that of major industrial economies.
» Banking and finance and e-government clients = Business to sectors other than banking & financkeean
dominate. government take off.
= Domestic outsourcing becomes significant with tefec| = Domestic outsourcing becomes considerable across
leading the way. wide range of sectors.
= While growing, PC penetration and Internet use per | = Wide scale diffusion of affordable powerful PCs and
capita remain limited compared to East Asian coesitr web-enabled mobiles phone and new software sokitig
Wireless telephony takes off but PC penetrationaiam imply a paradigm shift in domestic market for ITdan
dismal except for some sectors in the major cities. BPO services well beyond major metros.
Linkages = Linkages between export and domestic oriented imglys® Linkages between export and domestic markets matu

begin to have significant benefits, one principgiect
being that organizational and technical competency
gained in the export business is used domestically.
Intra-industry linkages among the ICT sectors bezom
significant, one key example being links between th
telecom, media and other IT applications. Hardware
industry remains comparatively small and imports of
hardware and software become considerable.
Inter-industry linkages/use of IT across sectoxobees
considerable but remains relatively untapped.

as competency gained in the export markets is iosad
great extent domestically as well as vice versa.

Intra-industry linkages among the ICT sectors matur
with links between the telecom and other IT appidres
being a prime example. Hardware industry begins to
become more significant but remains comparatively
small and hardware import continues to rise.
Inter-industry linkages/use of IT the other acroteer
sectors becomes pervasive and more matured.

Source:The author.
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Table 8.2 Key IT-BPO industry developments: Selectecross cuttin

issues in the 2000s and the outlofdr the 2010s

The 20009actual)

Outlook for the 2010s (medium growth scenario)

|=)

Human = Rapid growth in employment and shortages fuel wage®= Absolute number of added employees more than #riple

resources inflation. Capacity for technical and management compared to the 2000s. Availability of increasiniglyge
training and education expands with uneven quality number of people with technical and managerialsskil
continuing to be a major concern. constrains growth.

Technology = Access to affordable and effective connectivity and Technology opens up new avenues to industrial

and computing solutions open a wide range of new bgsine  expansion but there are also several potentialijatinee

infrastructure opportunities. Internet and broadband expandssbut i effects of technology developments namely: autarnati
still limited to few users. process standardization and security concerngnigtte

and broadband expands considerably but continuegt
behind that of developed countries.
= Weakness in infrastructure, real estate developaranht Significant but still insufficient progress is maide
environmental degradation constrain industry growth infrastructure and real estate development but nesg
in infrastructure and high cost living coupled with
environmental degradation continues to constrain
industry growth.

Finance = Extraordinarily high profits and rise in stock mark Moderation in profit margins and rise in stock netrk
valuation in much of the IT-BPO industry. Venture valuations Venture capital industry and process for
capital industry takes off but funding prospectsdiart funding start ups matures. The number of Indiafirfis
ups is limited. Several Indian IT firms get listed listed on foreign stock exchanges expands further.
foreign stock exchanges.

Laws and = Significant advancement in IPR and cyber laws bostm = Further advancement in IPR and cyber laws and attem

regulations of the judiciary system remain inefficient. are made to improve the overall efficiency of the

judiciary system.

Industrial » Indian as well as larger foreign firms expand tbale Indian as well as larger and smaller foreign fierpand

organization,
clustering and
networks

and scope of operations in India. Indian firms leith a
large number of new subsidiaries and partnerships

outside India. Organic growth dominates but there i

also significant M&A activity.

Contract sizes exceeding US$ 100 millions become
common for both Indian and foreign firms operatimg
India.

By the end of the 2000s about ten Indian IT firraséh
revenues well over US$ 1 billion. Foreign MNCs extp
to India and develop their Indian operations irtzbgl
delivery hub. Offshoring of R&D takes off but onigil
research is still in its nascent stage.

Rapid development of industrial centers and that to
mostly in major metros; Bangalore develops into as
major export-oriented production as well as innmrat
oriented cluster.

Rapid rise in the importance of networks amongdndi
and foreign companies, education and research
institutions and the Diaspora.

©

the scale and scope of operations in India. Infliars
continue to develop their subsidiaries and parhipss
outside India. Organic growth dominates but theralso
considerable transformational M&A activity.

Contract sizes exceeding US$ 500-1000 millions yexco
common for both Indian and foreign firms operation
India.

By the end of the 2000s albeit the largest Indiaand
BPO are able to match the worlds largest MNCs in
revenue earning and worldwide reach. The scale and
scope of foreign MNC operations in India expands so
that India becomes a major center not only in tesfns
production but also in R&D.

Both production and innovation-oriented clusters or
industry hubs expand rapidly across the country.

Comparatively matured phase of multifaceted role of
networks among Indian and foreign companies,
education and research institutions and the Diaspor
networks.

Source:The author.
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Post September 2008

The global economic slowdown from September 2008apds resulted in a deceleration in the
IT-BPO industry growth in India. There was, howevas “collapse” in the export revenues and
the impact was moderate in terms of domestic derf@nid-BPO services. While the exports of
electronics and ICT hardware from economies likgada China, Taiwan (China) and Republic
of Korea took a very hard hit the effect on theBFPO services sector in India (and the
Philippines for example) was comparatively mild. WWhsome IT companies in India
experienced a period of slowdown in demand, thenibade of this slowdown was generally not
comparable to that of other export-oriented marnufaty industries and services sector in the
country.

In short, much of the IT-BPO industry — not withedang significant variation by type of firm
and business segment has shown stpartprmance as per revenue growth and profit margin
compared to the IT-BPO sector in advanced industganomies, the latter being a case in
which many both smaller and larger firms typicddged significant decline in revenue earnings.
Much of the industry proved to be resilient assttated by the fact that most large IT services
and BPO firms in India recorded substantial gromthevenue earnings and profits in the later
part of 2008 as well as the first half of 2009. Athey appear to be well positioned to continue
to perform soundly in the reminder of 2009 andGd @

The primary reasons for the comparatively robustopmance of the IT-BPO industry are to be
sought in fundamental and structural aspects ratfaer shorter term cyclical swings in global IT
spending or exchange rates. The IT-BPO export ingirs India has also done well during time
when the rupee has appreciated. This and otherndiores point to more long term structural
factors driving growth. The continued strong perfance — even at a time when global IT
spending growth is declining as it did in 2009 &@D1- points to the strong appeal that
offshoring of IT-BPO services has not only in tintédhigh economic growth and but also when
there is widespread international recession.

As in the past the fundamental basis for robustopmance of the IT-related export industry in
India after September 2008 continued to be thereatelemand pull (notwithstanding with lags
and with demand declining in some niches) couplél e swift supply response from vendors
with operations in India. More generally, the nesite of trade in IT-BPO services can be
explained by the fact that it is a sunrise indugtryvhich offshoring is a key component. Also,
the industry includes services such as maintenahexisting systems for which it is hard to
reduce spending. The demand for many types of ID-BErvices is typically less elastic than
what is the case for software products and hardaaftevare services.

Silver linings and growth momentum

In India, the export revenue growth pertaininghe tT-BPO industry became more uncertain
business as a result of the global economic slowmdddowever, on the whole, the IT-BPO
services and telecommunication sectors remainandsg sectors in the Indian economy.

First, while growth in exports of IT services anB® decelerated the export business retained its
resilience. The offshoring delivery “model” has @@med an attractive value proposition as it
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continues to offer opportunities for cost cuttira;cess to a wide range of competencies,
scalability and other advantages. Revenue contitoegiow for major Indian IT-BPO firms
from September 2008 onwards.

Secondly, the domestic market continued to be dymaAfter September 2008 there was a
slowdown in the domestic sales of IT hardware daddard software packages. This slowdown
was, however, temporary and the boom in the mdeilephone services business continued
unabated.

Furthermore, the period of moderate growth — ratihan presiding years of hyper-growth

— gave companies breathing space which many fiased to focus on improving cost-
effectiveness and quality and also to invest iiming and the development of new business
opportunities. Moreover, several major IT-BPO exparvices companies were cash rich and
were in a position to make acquisitions internaliyn Also, the global slowdown resulted in
many opportunities to acquire foreign technologg erpertise at favorable terms.

Growth scenarios for the 2010s

This study identifies three major growth scenafarsthe IT products and services industry and
the BPO sector in India for the 2010-2020 periodiasussed in detail in chapter 6.

The medium growth scenario appears to be mostyliketl hence it is viewed as the base line.
This scenario assumes a gradual but robust recomettye global economy and IT spending

levels in India. It is, however, hard to forecalstbgl IT spending and sourcing markets. Also, it
is hard to predict the implications of the emergemd new technologies, and changes in
infrastructure and labor markets. Hence, the waldege in the projected outcomes presented in
this study.

All three scenarios point to major transformatioeapansion in the IT-BPO industry. They
project that much of the dynamism in IT-BPO industevelopment in India will continue to be
driven by the offshoring-export business. Howeuatjke the 1990s the rate of growth in the
domestic market may well be at par with or higheantin exports. The size of the domestic
market will be substantially larger than in the @90Nevertheless, the actual size of the export
business would continue to be several times latger that of the domestic market.

Building on strengths and tackling weaknesses

In short, the 2010s imply major opportunities taldwn strengths and to tackle weaknesses to
achieve continued rapid growth in the IT-BPO indysh India. All scenarios presented here,
and the medium and high growth projections, inipaldr, would apply multipronged growth
paths namely:
» Expanding exports as well as the domestic markettlat too at both the lower
and higher end of the value chain and across a wadge of verticals and
geographies.
» Expanding and strengthening quality of the skillednan resource pool at the
low, medium as well as at the higher end of teabgioel and management
competency.
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» Expanding and improving use of existing technolagywell as making greater
efforts in technological and business process iation.

» Expanding and improving the scale and scope foduyrtion-oriented industrial
cluster as well as innovation-oriented clustergdustry hubs.

» Expanding operations of Indian firms in India andernationally; and also
foreign owned firms operations in India which tdr¢jee Indian market or use
India as a center to serve the global market.

» Considering effective company strategies for orga@s well as inorganic growth
and expansion through equity investment as wditaslevel strategic alliances.

» Strengthening local, regional, national as wellgkxbal networks among Indian
and foreign firm, educational institutions and othmjor stakeholders.

Realizing the medium or high growth scenario taa@et outlined in the scenarios above implies
a need for concerted efforts by a wide range destalders to avail of growth opportunities to
be proactive in developing new capacity, and tceefiective in tackling factors that constrain
growth and transformation in the industry.

8.3 Transformation: Responding to opportunity to eyand and innovate

Need for wide ranging responses

Effective response to the major changes in gloloahemic environment requires concerted
efforts at the international, national, sub-natlpfiem and individual levels by key stakeholders.
This applies to both local and international stakeéérs as the interface between the two is
crucial to the industry’s development. Two setscofporate and governmental responses are
required throughout the current global economievdlmwn. First, immediate actions aimed at
mitigating the impact of the crisis. Secondly, sas attention needs to be given to strategizing
and planting seeds that bear fruit in the mediuch lang term. Defensive response such as in-
discriminatory cost-cutting will not suffice. It iglso essential to focus on offensive measures
such as education & training, R&D and developmémisav business opportunities.

Public policy responses to downswings in busingstes typically focus on monetary and fiscal
policies. In the current global economic crisis thas included special measures for the banking
and financial sector, boosting domestic demandudinly infrastructure, welfare spending, tax
and interest rate cuts, and bail-outs for manufagjuand other sectors, which are most badly
affected. It can, however, be argued that thisoisemough. There are a whole range of other
measures that need to be considered to stimulateoetc activity and facilitate long term
sustainable growth. These include legal and regulaeforms including those that can stimulate
SMEs, special efforts in higher education, R&D amabvation focusing on environment/green-
tech, ICT and other technologies that are essdntehsure sustainable economic development.

The burden to respond effectively to the globahslown in IT demand primarily falls on the IT-
industry itself and the corporate end usditse immediate response typically comprises of cost
cutting and renewed marketing measures. Such eféog, however, typically not enough. In
addition it is essential to consider special meastw improve productivity and foster long term
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growth prospects, the latter including developnwrihew” business segments and markets; and
also investing in new technology solutions as \w&slbusiness processes.

Moreover, government policies and corporate straseqieed to fully acknowledge the

heterogeneous nature of the IT-BPO industry indndihe priorities and requirements within the
industry differs depending on business lines, orample being the radically different context

facing a low end service provider as comparedhmha end software product developer. Also, it
typically differs depending on the size of a firmdawvhether the company primarily focuses on
exports or the domestic market.

Furthermore, it is essential that the governmem, ¢orporate sector or others are active in
formulating ideas and specific plans and projeetgarding what should be done. Howeover,
such ideas and projects must be well groundedinstef what is doable. Also, there has to be a
clear sense of and commitment to prioritization.

Turning crisis into opportunity

The global economic slowdowns such as the dot-cobble burst in the early 2000s and even
more so the downturn from September 2008 onwargdiech a contraction or slowdown in
trade, investment, incomes and employment growtlmast countries and industries. These
developments entailed many risks and uncertainfiéey did, however, also bring about
opportunities to tackle existing weaknesses arpiapare for the future. Countries and firms that
do well in the time of crisis can emerge as winredter the crisis. It is essential to intensify
efforts to recalibrate markets and develop newrtss opportunities in offshoring and domestic
markets.

Economic downturns can indeed be turned into oppdrés for the IT-BPO industry in India,
that is, provided appropriate action is taken d@echearlier in this paper. In short they include:

* Improving effectiveness and efficiency — produdiiviTackling weaknesses in
training, quality, infrastructure, governance atrdtegy.

* Merging with or acquiring foreign companies at fealde terms. Fostering
strategic alliance and tapping into knowledge nekwaovorldwide.

» Making more effective use of existing foreign andmestic technology and
acquiring more foreign technology at favorable t&rm

* Investing in developing “new” geographic markets arertical and horizontal
business segments.

* Investing in education and training and attractsiglled manpower. Strong
efforts to attract, retain and train talented hum@sources in India and
internationally.

* Investing in design and implementation of new opiliaved existing business
process and as well as technical R&D and innovation

The transformation role of IT-related development

The importance of IT industry cannot be measurdg onterms of its share of GDP, exports,
imports, investment and employmefi-related serves as a transformational catatysthange
in the way knowledge is created, shared and appliedeveloped effectively, IT can offer
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opportunities for “leapfrogging” in infrastructuevelopment and cost-effective outreach of
government and private sector services. IT isanthe critical components of an investment
climate that promotes economic growth and competitess. It has major impact on the structure
and processes of organizations, human developrseettific research and innovation, and the
pattern of socio-economic development.

The ICT industry and the use of ICT-related appiloces are still in an early stage of
development in India and other economies. Its ehigapoised to increase significantly in 2010s
and beyond. This development is illustrated by fiaet that TV, radio and telephony have
already had major effects on most groups in theamdociety. The next stage of the ICT
revolution will involve the more widespread diffasi of telephony, Internet, networked
computers, smart devices, software applicationsvanidus forms of multi-media content. This
will have major implications for the developmenttbé software and ITeS industry and intra-
and inter-sector linkages within the India andrin&tionally.

As noted above it is not plausible for all partgteé Indian economy to develop along the same
trajectory or at the same pace. The country neetice up to a number of challenges in tackling
structural weakness in its social and economic ldgweent. It is important to fully acknowledge
that the scope to tap the potential of IT and otteehnologies in the Indian economy is
hampered by deficiencies infrastructure, the edoicasystem, public sector management,
attitudes and incentive structures, low income leve&D and innovation investment, and the
inherent limitations of the technology in itself.

Nevertheless, giving priority to IT-related devailmgnt goes beyond the debate on picking
industry winners. Like energy, education and bibtedogy, IT is a vital component of most
aspects of economic, social and cultural developrdemestically and in developing linkages
with the global economy. It offers new opportursti¢hat can spur new trajectories for
development strategies. While IT has emerged asobrtée key factors driving worldwide
economic transformation it is essential to empleadiat the IT revolution itself cannot be a
panacedor development in India and elsewhere. It cafreoa substitute for the need for strong
efforts in other sectors and dimensions of culturabnomic and social development. But at the
same time most aspects of modern life depend omévelopment of ICT infrastructure and
software capabilities has become an important compiofor development of applications of IT
across different sectors of the economy. Moreother,development of IT-related industry and
use is closely related to globalization processekthe transformation towards a new networked
and innovation-oriented knowledge economy.

The pivotal role of human resources, R&D and inndi@n

The global history shows that fostering of skilvdepment, R&D, innovation and investment in
infrastructure and sunrise industries, coupled withovation in business process and public
policy, are central to enabling long term econogrmwth.

The importance of ICT, biotechnology, green-tecti ather so-called high technology industries
coupled with efforts to foster education, traini&D and innovation have become increasingly
central not only to advanced industrial countrie$ #lso to emerging economies in Asia and
elsewhere. This is also reflected in the fact tizatonly developed economies such as the United
States and EU countries, but Asian economies sachapan, South Korea, China, India and
Malaysia have also stressed the importance of teghnology industry and R&D development
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at the time of the current global economic slowdoMany countries, that is, especially high
income economies and China, have decided on spgava@rnment efforts to foster promising
industries, R&D and innovation in the current pdrif global economic slowdown. This is in
line with lessons from the past (OECD 2009e).

The generation, diffusion, absorption and applaatf technologies, knowledge and ideas are
crucial drivers of economic and social developmdittis applies to both existing and new
technologies, knowledge and ideas with the exisforgns being the most prevalent in all
countries, developing countries in particular, whiew innovative developments typically have
occurred in the most advanced industrial countries.

Historical evidence shows that only those countaied companies that are effective in investing
in education and training as well as technical lamsiness processes innovations progressively
emerge as winners in the global economy — those ddaot invest in human resource
development and innovation risk falling behind.

India constitutes an example of a country whichlhegun to emerge as a significant power, both
in terms of technical and business process innavatith the IT-BPO offshoring industry being
a prime illustration. The Indian economy, and thieahd ITeS-BPO industry in particular, is
facing transformational opportunities. If handlee@lmthis offers the possibility of India to
become one of the world’s leading powers in IT atlter areas of knowledge-based industries
both in terms of production and innovation.

While not a panacea for economic development, TRHBRO industry and the use of ICT across
different sectors — and more broadly related inwesit in higher education, science &
technology and thereby related institutional cajis#s — is poised to play an increasingly
central role as a catalyst to social and economginsformation in India and the country’s
interfacing with the rest of the world.
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